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I. Summary  
Today's decision concludes Phase 1 of the Commission's triennial review 

of the New Regulatory Framework (NRF).  The purpose of Phase 1 was to 

consider issues associated with the audit of Verizon California Incorporated 

(Verizon) that was conducted by the Office of Ratepayer Advocates (ORA).   

ORA's audit report presented a strong case that Verizon did not always 

comply with the Commission's rules regarding the proper regulatory accounting 

for affiliate transactions and directory earnings.  Today's decision opens a new 

phase of this proceeding for the purpose of determining whether Verizon did 

violate the Commission's rules, and, if so, whether Verizon should be penalized 

pursuant to the Commission's authority under Pub. Util. Code §2107.   

The parties settled most of the issues raised in ORA's audit report.  In 

general, the settlement requires Verizon to implement new procedures to ensure 

proper regulatory accounting for affiliate transactions and unregulated activities.  

The settlement also requires Verizon to submit restated financial reports that 

reflect many of the financial adjustments identified in ORA's audit report.  

Today's decision adopts the parties' settlement with the condition that doing so 

does not foreclose the imposition of financial penalties at a later time.  

The parties were unable to agree on the ratemaking treatment for the 

financial adjustments identified in ORA's audit report.  Today's decision declines 

to adopt ORA's proposal to reduce Verizon's rates by $104 million over three 

years to reflect the financial adjustments, as there is no evidence that the 

accounting errors that underlie the financial adjustments were ever reflected in 

rates or harmed ratepayers.   

The record in Phase 1 of this proceeding indicates that Verizon earnings 

have been extraordinarily high for a large public utility serving millions of 

Californians.  Today's decision revises the scope of Phase 3 of this proceeding to 



R.01-09-001, I.01-09-002  ALJ/TIM/jyc DRAFT 
 

 - 3 -

include the issue of whether Verizon's earnings are excessive and should be 

refunded to ratepayers.  To protect ratepayers from irreparable harm in the event 

that Verizon is found to have excessive earnings, today's decision makes 

Verizon's earnings subject to refund, effective immediately, and requires the 

company to track its earnings in a memorandum account.   

Today's decision declines to adopt Verizon's proposal to revise the 

Commission's rules governing affiliate transactions because Verizon has not 

demonstrated a need to change the Commission's rules at this time.   

Finally, today's decision directs ORA to conduct another audit of Verizon 

and authorizes ORA to hire Certified Public Accountants (CPAs) and other 

technical experts to conduct the audit.  Verizon is directed to pay for the cost of 

the CPAs and technical experts hired by ORA, and Verizon is authorized to 

recover these costs in its annual advice letter for limited exogenous (LE) factors.    

II. Background 
A. The Triennial Review of NRF 

In Decision (D.) 89-10-031, the Commission replaced cost-of-service 

regulation for Verizon and Pacific with NRF.  Under the original NRF adopted in 

D.89-10-031, rates for individual services were adjusted annually based on the 

following formula known as the price-cap index: 

New Rate = Old Rate x (inflation – productivity +/- Z-factors) 

Inflation was measured by the gross national product price index 

(GNP-PI), productivity was initially set at 4.5%, and Z-factors were other rate 

adjustments approved by the Commission.  Verizon was permitted to petition 

for reconsideration of the adopted inflation or productivity factors if its earnings 

fell below a rate of return (ROR) of 8.25% for two years in a row. 

NRF included an earnings sharing mechanism that employed several 

RORs:  a market-based ROR set at 11.50%, a benchmark ROR that was 150 basis 
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points above the market-based ROR, a ceiling ROR that was 500 basis points 

above the market-based ROR, and a floor ROR that was 325 basis points below 

the market-based ROR.  Verizon retained 100% of its earnings up to benchmark 

ROR, shared 50% of earnings between the benchmark and ceiling RORs, and 

returned to ratepayers 100% of its earnings above the ceiling ROR. 

Services were classified into three categories.  Basic monopoly services 

were classified as Category I services.  Discretionary or partially competitive 

services were classified as Category II services.  Fully competitive services were 

classified as Category III services.  The price for each Category I service 

was fixed except for an annual adjustment equal to the price-cap index.  The 

price for each Category II service could vary within a price ceiling and price 

floor.  The price floor was increased annually by inflation, and the price ceiling 

was revised annually by the price-cap index.  Prices for Category III services 

were provided the maximum flexibility allowed by law.   

In D.89-10-031, the Commission established a triennial review cycle for 

NRF.  The first triennial review resulted in several significant changes to NRF.  In 

D.93-09-038, the Commission eliminated the 50% sharing band for Verizon, 

reduced Verizon’s rates by $53 million, and increased the productivity factor in 

the price-cap index applicable to Verizon.  In D.94-06-011, the Commission 

increased the productivity factor for Pacific, replaced GNP-PI in the price-cap 

index applicable to Pacific with the gross domestic product price index, reduced 

Pacific’s benchmark ROR, and allowed Pacific to retain 70% of its earnings above 

the ceiling ROR, with the remaining 30% returned to ratepayers.   

In the second triennial review, the Commission in D.95-12-052 set the 

productivity factor equal to the inflation factor, effectively suspending the price-
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cap index except for Z-factor adjustments.1  In the third triennial, the 

Commission in D.98-10-026 suspended sharing, continued the suspension of the 

price-cap index, phased out then-existing Z-factor adjustments, and replaced 

Z-factor adjustments with a streamlined advice letter process for a limited set of 

exogenous costs and revenues.    

The instant proceeding represents the fourth triennial review of NRF.  This 

proceeding commenced on September 6, 2001, when the Commission issued the 

combined Order Instituting Rulemaking (OIR) 01-09-001 and OII 01-09-002 

(collectively, the “Order”).   

The Order divided this proceeding into three Phases.  Phase 1 is to address 

factual issues related to ORA's audit of Verizon.  The record developed in 

Phase 1 may be used in Phase 3 to determine whether and how NRF should be 

revised.  Accordingly, parties may not recommend revisions to NRF in Phase 1 

unless the revisions are remedial actions that should be implemented 

expeditiously.  Phase 2 is to address factual issues related to (1) the audit of 

Pacific that was conducted by the Telecommunications Division (TD), and 

(2) how service quality for end-users has fared under NRF.  The purpose of 

Phase 3 is to review and revise, as necessary, the major elements of NRF based, 

in part, on the record developed in Phases 1 and 2.   

Opening testimony regarding Phase 1 issues was submitted on January 22, 

2002, by ORA, Pacific, The Utility Reform Network (TURN), and Verizon.  The 

same parties submitted reply testimony on February 19, 2002.  Pacific submitted 

supplemental rebuttal testimony on February 22, 2002.  A pre-hearing conference 

was held on March 6, 2002, and evidentiary hearings regarding Phase 1 issues 

                                                           
1   The act of setting the productivity factor equal to the inflation factor has often been referred 

to as the “suspension” of the productivity factor.   
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were held on March 25, March 26, and April 2, 2002.  Phase 1 opening briefs were 

filed on April 16, 2002, and reply briefs were filed on April 30, 2002.   

B. ORA's Audit  
ORA conducted its audit of Verizon pursuant to Pub. Util. Code § 314.5, 

D.94-06-011, D.96-05-036, D.98-10-019, and D.98-10-026.  The purpose of ORA’s 

audit was as follows:   

! Analyze Verizon’s NRF monitoring reports.  

! Analyze Verizon’s accounting procedures that were 
established to protect against cross subsidization and 
anticompetitive behavior.   

! Determine whether Verizon and its affiliates are following the 
Commission’s rules for affiliate transactions.  

! Determine whether Verizon is properly tracking and 
allocating costs for non-regulated activities.  

! Determine whether non-structural safeguards adequately 
protect ratepayer and competitor interests with respect to 
non-regulated activities.   

The scope of ORA's audit was limited to the years 1996, 1997, and 1998, although 

some issues identified by ORA in its audit report affected subsequent years.   

ORA submitted its audit report to the Commission on April 30, 2001.  In its 

report, ORA alleged that Verizon repeatedly failed to comply with the 

Commission's rules for cost allocations, affiliate transactions, and NRF 

monitoring reports, resulting in Verizon accruing more than $100 million in 

higher costs and lower revenues.  Following the submittal of the audit report, 

ORA, TURN, and Verizon engaged in a collaborative process to resolve the 

issues raised in the audit report.  While this effort was largely successful, some 

contested issues remain. 
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III. Resolved Issues   
A. Background  
Pursuant to a ruling issued by the assigned Commissioner, the parties were 

required to submit a Joint Exhibit that identified and described all the issues in 

ORA's audit report and stated whether each issue had been resolved or remained 

in dispute.2  ORA, TURN, and Verizon submitted the Joint Exhibit on January 22, 

2002, concurrently with their Phase 1 opening testimony.3  The Joint Exhibit 

identifies 144 issues in the audit report.  With the exception of two areas of 

dispute, all issues were resolved to the satisfaction of ORA, TURN, and Verizon.  

Salient portions of the Joint Exhibit are attached to this decision as Appendix A.   

The Joint Exhibit provides a description of each issue, the positions of ORA 

and Verizon with respect to the issue, and a reference to the parts of ORA's audit 

report that address the issue.  In instances where the issue is resolved, the Joint 

Exhibit provides a summary of the resolution, an explanation for why it should 

be adopted, and a description of what action, if any, is required to implement the 

proposed resolution.  The Joint Exhibit also provides a general description of 

why, from the parties' perspective, the resolution of the issues in the Exhibit is 

reasonable in light of the whole record, consistent with the law, and in the public 

interest.   

The Joint Exhibit identifies but does not address unresolved audit issues.  

The unresolved issues were addressed in testimony and hearings, and are 

considered later in this decision.    

                                                           
2   Assigned Commissioner’s Ruling Determining the Category, Scope, Schedule, Need for 

Hearing, and the Principal Hearing Officer for the Proceeding issued December 27, 2001. 
(Scoping ACR)   

3   The Joint Exhibit was admitted into evidence during the Phase 1 evidentiary hearings as 
Exhibit 107.   
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B. Summary of the Joint Exhibit 
1. Cost Allocations 

Several audit issues identified in the Joint Exhibit are recommendations for 

Verizon to (1) develop policies and procedures for allocating costs between 

Verizon and its affiliates, and (2) maintain documentation that (i) shows how 

costs were allocated and (ii) demonstrates that costs were allocated in 

conformance with the adopted policies and procedures.  To resolve these issues, 

the Joint Exhibit includes a newly developed cost allocation manual (CAM) 

designed to correct problems found by the audit.  To ensure compliance with the 

new CAM, the Joint Exhibit requires Verizon to conduct internal audits every 

three years and to provide internal audit reports to ORA upon request.4   

Many issues in the audit report pertaining to cost allocations were 

resolved after Verizon provided additional information.  For example, a flaw in a 

newly implemented accounting system allowed certain costs to remain 

unallocated among jurisdictions.  Based on subsequent information, ORA 

concluded that there appeared to have been no over-allocation of costs to 

California, and that a sharp downward trend in unallocated costs resulting from 

process improvements obviated their original concern.5   

                                                           
4   Joint Exhibit, Issues 1 – 3, 105 – 107, and Attachment A (Cost Allocations Binder).    
5   Joint Exhibit, Issues 9 – 11.  Similar resolutions were reached with respect to Issue 2 (original 

adjustment is no longer applicable); Issue 5 (use of gross plant vs. net plant to allocate costs 
found to be immaterial); Issues 7 – 8 (Verizon agreed to provide information to facilitate the 
allocation of costs incurred by the Multilingual Service Solutions Center and the Language 
Assistance Center); Issues 28-30 (issues shown to be immaterial); Issues 62-63 (original 
adjustment is no longer applicable); Issues 67-68 (issues no longer relevant); Issues 79-80 
(Verizon charges to an affiliate justified by comparison to an outside vendor); and Issues 100-
102 (elimination of CAM no longer a concern).    
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2. Affiliate Transactions 
Several issues in the audit report concern situations where Verizon was 

unable to demonstrate that it had complied with the Commission's rules for 

affiliate transactions.  In general, the Commission's rules require Verizon to 

(1) purchase goods and services from its affiliates at the lower of the affiliate's 

fully distributed costs (FDC) or fair market value (FMV), and (2) sell goods and 

services to its affiliates at the higher of Verizon's FDC or FMV.  One such issue 

concerned Verizon's inability to demonstrate that it had purchased primary 

interexchange carrier (PIC) management services from an affiliate at the lower of 

FDC or FMV.  The Joint Exhibit resolves this issue by stating that it was not 

possible to determine the FMV of these services during the audit period of 

1996 -1998 because no vendors offered PIC management services at that time.  A 

vendor subsequently came onto the market in 2000, and Verizon agrees in the 

Joint Exhibit to amend its contract with the affiliate to purchase PIC management 

services at the lower of FDC or FMV.6   

Several issues concern disagreements regarding how FMV should be 

determined.  In the Joint Exhibit, the parties agree that FMV may be determined 

in a variety of commercially reasonable ways.7  The parties also agree on the 

appropriate methods for determining FMV, including catalog listings, Internet 

information, competitive bids, industry publications, benchmarking studies, 

sales to third parties, appraisals, and replacement cost.8   

                                                           
6   Joint Exhibit, Issues 53-56.  Issues 34 – 39 involve a similar situation where Verizon was 

unable to demonstrate that it had purchased switching equipment and software from an 
affiliate at the lower of FDC or FMV.  The Joint Exhibit resolves this matter, in part, by ORA 
and TURN agreeing that Verizon could not obtain information from the affiliate regarding 
FDC and FMV because Verizon's interest in the affiliate was below the level of control.  

7   Joint Exhibit, Issues 70 - 74 and Attachment B. 
8   Joint Exhibit, Issues 88 - 91 and Attachment B, p. 9.   
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Additional issues concern instances where Verizon allegedly did not 

comply with the Commission's rules for affiliate transactions.  To facilitate 

compliance, the Joint Agreement contains a set of guidelines for complying with 

the Commission's rules.9  However, the parties could not always agree on when 

the Commission's rules should apply.  For example, Verizon did not perform a 

market study to determine the FMV for its use of an affiliate's nationwide 

internal communications network.  Verizon claims that a market study is not 

necessary because the affiliate meets the Federal Communications Commission's 

(FCC's) definition of a "service company."  ORA contends that Verizon must 

perform market studies as required by the Commission’s rules.  The Joint Exhibit 

requests that the Commission resolve this matter. 

Finally, many issues regarding affiliate transactions were resolved after 

Verizon provided additional information to ORA.  For example, the audit report 

alleged that an affiliate had overcharged Verizon $2.5 million in 1998.  After the 

report was issued, Verizon showed that the actual costs were not known until the 

following year, and that an adjustment of $2.5 million was made in 1999.10   

3. Financial Adjustments   
ORA found numerous instances of costs that were misallocated or lacked 

proper documentation.  The following table provides a summary of the financial 

adjustments agreed to by the parties.  Where two numbers are shown, the first 

                                                           
9   Joint Exhibit, Issues 92-95, and Attachment B.  
10  Joint Exhibit, Issue 17.  The following issues were also resolved after Verizon provided 

additional information:  Issues 26-27 (prices charged by affiliate justified by market study); 
Issues 57-59 (prices charged by affiliate justified by 3rd party contract); Issues 64-66 (prices 
charged to affiliate for pole attachments justified by Commission decisions); Issues 75-77 
(prices charged by affiliate justified by 3rd party contract); and Issues 86-87 (prices charged to 
affiliates justified by additional supporting documentation).   
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represents an adjustment to Verizon's historical intrastate costs, and the second 

represents the cumulative adjustment to Verizon's intrastate rate base.   

Joint 
Exhibit 

Issue No. 
Audit Finding 

1996 
($000) 

1997 
($000) 

1998 
($000) 

1999 - 
2001 

($000) 

Total 
($000) 

Issues 2-3 
An affiliate performed an extra time study 
in 1998 for only one of many factors used 
to allocate costs, resulting in more costs 
being allocated to Verizon.   

-- -- $1,682 -- $1,682 

Issue 6 
Verizon was unable to support the I-factor 
used to allocate certain costs between 
Verizon and its affiliates.  Historical 
allocations adjusted using the S-factor.   

$3,443 $8,255 $8,870 $6,966 $27,534 

Issues 7-8 
Certain costs allocated between Verizon 
and its affiliates were not supported by 
interviews with affiliate personnel.   

$1,281 ($2,123) ($2,196) TBD ($3,038) 

Issues 12-16 
An affiliate used an ROR that was too high 
when determining what prices to charge in 
1996, and too low in 1997 and 1998.   

$8,429 ($1,014) ($47) -- $7,368 

Issues 24-25 An affiliate allocated too much of its costs 
Verizon.   -- $1,844 -- -- $1,844 

Issues 31-33 Losses incurred by an affiliate improperly 
allocated to Verizon.   $162 $85 $145 -- $392 

Issues 35-36 
An affiliate used an ROR that was too 
high when determining what prices to 
charge Verizon.   

$263 

$184 

$265 

$511 

$801 

1,088 

$798 

$2,140 

$2,127 

$2,746 

Issues 43-44 The prices charged by an affiliate did not 
reflect affiliate's actual costs.    ($50) $262 $38 $595 $ 845 

Issues 84-85 Verizon charged too little to its affiliates 
by not using a 20% overhead rate.   $11 $324 $195 -- $ 530 

Issues 88-91 
10% mark-up added to transactions for 
which there was no information showing 
that Verizon charged its affiliates the 
higher of FDC or FMV.   

$3 $81 $68 -- $ 152 

Total –Costs: 
Rate Base: 

  
$13,542 

$149 

 
$7,979 
$511 

 
$9,556 
$1,088 

 
$8,359 
$2,140 

 
$39,436 
$2,140 

Affect on 
Verizon's 
Intrastate 
ROR 

 
0.27% 0.15% 0.20% 

1999: 0.17% 
2000: 0.03% 
2001: 0.00% 

-- 
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Verizon agrees in the Joint Exhibit to submit revised financial monitoring 

reports for the years 1996 – 2001 that reflect the above financial adjustments and 

to include the above adjustments in future financial reports to the extent 

applicable.  These financial adjustments are also included in ORA's proposed 

rate reduction that is addressed later in this decision.     

4. Access to External Auditor Work Papers 
Verizon is required by the FCC to develop and maintain a CAM.  The 

purpose of the CAM is to specify procedures for assigning costs between 

regulated and unregulated operations in accordance with the FCC's rules.  

Verizon's compliance with its CAM is subject to an annual examination by an 

external auditor.   

ORA was denied access to some of the external auditor's work papers.11  In 

the Joint Exhibit, Verizon agrees to institute procedures to ensure that the 

external auditor's work papers will be available to ORA in the future. 

5. Contested Issues that Are Deferred  
ORA recommended in its audit report that (1) Verizon submit monitoring 

reports regarding the extent of local competition in Verizon's service areas and 

Verizon's market share, and (2) the Commission convene a workshop to develop 

these reports.12  The report also proposed that the Commission adopt a 

permanent requirement for Verizon to submit the service-quality monitoring 

reports specified in D.00-03-021.  The requirement to submit these reports 

currently ends in 2004.13  Verizon opposes all of these recommendations. 

                                                           
11  Joint Exhibit, Issues 108 – 109.  
12  Joint Exhibit, Issues 132 - 133.   
13  Joint Exhibit, Issue 134.   
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In the Joint Exhibit, ORA, TURN, and Verizon ask the Commission to 

defer to Phase 3 the issues associated with ORA's proposed reporting 

requirements pertaining to local competition, and to defer to Phase 2 the issues 

associated with the service quality monitoring reports that Verizon currently 

submits pursuant to D.00-03-021.   

C. Position of the Parties  
ORA, TURN, and Verizon (referred to collectively hereafter as the "Joint 

Parties") recommend that the Commission adopt the Joint Exhibit and the 

resolution of audit issues contained therein.  They note that the resolution of 

certain issues requires further action by one or more of the Joint Parties, such as 

the submittal of restated financial monitoring reports by Verizon.  These actions 

are specified on an issue-by-issue basis in the Joint Exhibit.  The Joint Parties 

stipulate that no Commission action is required with respect to any of the 

resolved issues other than adopting the Joint Exhibit. 

The Joint Parties represent that the resolution of issues in the Joint Exhibit 

is reasonable in light of the whole record, consistent with the law, and in the 

public interest.  They note that there was no opposition to the Joint Exhibit, 

which demonstrates that the Joint Exhibit is reasonable and should be approved.  

They also state that adoption of the Joint Exhibit would allow the Commission 

and the Joint Parties to focus their resources on protecting the public rather than 

unnecessary litigation.  In addition, the Joint Parties maintain that because they 

collectively represent the affected interests, the Commission may conclude that 

the agreement they reached is in the public interest.   

D. Discussion  
The primary purpose of Phase 1 of this proceeding is to address issues 

raised in ORA's audit report.  However, the audit report cannot be relied upon in 
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isolation.  As set forth in the Joint Exhibit, some issues identified in the audit 

report were resolved because they are insignificant or no longer relevant.  Other 

issues were shown to have been unfounded.  Still others have already been 

addressed by Verizon or will be addressed to the satisfaction of ORA and TURN.   

The Joint Exhibit resolves most of the issues identified in the audit report.  

While not formally presented as a stipulation, the Joint Exhibit may be treated in 

a similar fashion.  Under Rule 51.1 (e), the Commission may approve a 

stipulation only if it is reasonable in light of the whole record, consistent with 

law, and in the public interest.   

With two exceptions, we find that the resolution of audit issues set forth in 

the Joint Exhibit is reasonable in light of the whole record, consistent with law, 

and in the public interest.  One exception concerns the proposal in the Joint 

Exhibit to address in Phase 2 of this proceeding the issue of whether Verizon 

should continue to submit the service quality monitoring reports required by 

D.00-03-021 after the requirement terminates in 2004.  This matter should be 

addressed in Phase 3 where the Commission will consider revisions to the NRF 

monitoring program.   

The second exception concerns the Joint Exhibit's resolution of several 

alleged violations of the Commission's rules for affiliate transactions.  In general, 

the Commission's rules require Verizon to:  

! Price all non-tariffed assets, goods, and services provided to 
an affiliate at the higher of Verizon's FDC or FMV.  

! Price all assets, goods, or services purchased from an affiliate 
at the lower of the affiliate's FDC or FMV. 

! Prepare market studies to determine the FMV of 
(i) transactions with an affiliate that exceed, in aggregate, 
$100,000 per year, and (ii) individual transactions with an 
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affiliate that involve assets, goods, or services valued at more 
than $100,000.   

! Determine FDC as described in the FCC's Part 64, with the 
component for return on investment equal to Verizon's 
Commission-authorized ROR.14  

ORA's audit report establishes a strong case that the alleged violations of 

the previously identified rules described in Joint Exhibit Issue Nos. 13, 16, 18, 25, 

33, 36, 44, and 85 did occur, causing Verizon to incur $13.1 million in higher costs 

and lower revenues during the six-year period of 1996 – 2001.15  The Joint Exhibit 

resolves these alleged violations, in part, by requiring Verizon to submit restated 

financial monitoring reports for 1996 – 2001.16  Although there is no evidence in 

this proceeding that ratepayers were directly harmed by the violations of the 

Commission's rules, we are concerned that violations amounting to tens-of-

millions of dollars may have occurred.  If there were violations, it may be 

appropriate to impose financial penalties pursuant to the Commission's authority 

under Pub. Util. Code § 2107.  However, there is not yet an adequate record in 

this proceeding to determine whether financial penalties are warranted or the 

amount of such penalties.    Therefore, we will adopt the Joint Exhibit with the 

condition that doing so does not foreclose the possibility of the Commission 

considering a financial penalty in another phase of this proceeding    

                                                           
14  Resolution T-15950, issued on December 9, 1996, and Verizon's CAM approved by 

Resolution T-15950, pp. 4-6.   
15  Appendix D of this decision, sum of Issues 13, 16, 25, 33, 36, 44, and 85.  There is no financial 

impact associated with Issue 18.   
16  The Joint Exhibit resolves audit issues “without a determination of the factual disputes 

underlying those issues.” (Joint Exhibit, p. 8.)   
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For the foregoing reasons, we will adopt the Joint Exhibit with the 

previously described modification and condition.17  The adopted Joint Exhibit 

requires further action by the Joint Parties, such as Verizon's submittal of 

restated financial monitoring reports.  These actions are specified on an issue-by-

issue basis in the Joint Exhibit.  We will require these actions to be completed in 

the manner and time frames contemplated by the Joint Exhibit.  Consistent with 

long-standing Commission practice, the adopted Joint Exhibit does not serve as 

precedent for any future issue involving other parties or other proceedings.   

Because the adopted Joint Exhibit is more than 400 pages long, it is 

impractical to append the entire document to this decision.  Accordingly, only 

the most salient parts of the Joint Exhibit are provided in Appendix A of this 

decision.  We emphasize, however, that we are adopting the entire Joint Exhibit, 

as modified and conditioned by today's decision, including those parts that are 

not appended to this decision.  Parties may obtain a complete copy of the Joint 

Exhibit from the Commission's Central Files.  Verizon shall also provide a 

complete copy of the Joint Exhibit to any person or entity that requests a copy.    

IV. Contested Issues in the Audit Report 
This section addresses two sets of issues in the audit report that the parties 

were unable to resolve.  The first set concerns Verizon's relationship with its 

affiliate responsible for publishing White Page and Yellow Page directories 

(referred to hereafter as the "Directory Affiliate").  The second set concerns what 

rules should apply to Verizon's transactions with its affiliates.   

                                                           
17  The Commission has broad, plenary power to modify a settlement to ensure that it is in the 

public interest and consistent with the law. (D.99-12-032, Conclusion of Law No. 2)  
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A. Directory Earnings   
1. Position of the Parties   

a. ORA     
During the audit period of 1996 – 1998, Verizon and its Directory Affiliate 

shared revenues obtained from publishing White and Yellow Page directories.  

Verizon received 63% of the revenues, which amounted to approximately 

$147 million to $153 million annually during the audit period.18   

ORA alleges that the Directory Affiliate reaped excessive earnings, and 

recommends that the excessive earnings be imputed for ratemaking purposes.  

For purposes of calculating the excessive earnings, ORA and Verizon agreed to 

use Verizon's Commission-authorized ROR of 11.5%.  The amount of the alleged 

excess earnings was $20.5 million in 1996, $6.2 million in 1997, and $35.6 million 

in 1998, for a total of $62.3 million.  ORA also recommends that the Commission 

require Verizon to conduct studies to determine a reasonable allocation of 

revenues between Verizon and its Directory Affiliate.   

ORA offers several reasons why the Commission should adopt its 

recommendations.  First, Verizon did not conduct any studies to assess the 

reasonableness of the revenue-sharing arrangement.  Without such studies, ORA 

believes that the Directory Affiliate's earnings in excess of Verizon's 

Commission-authorized ROR are per se unreasonable.  Second, prior to NRF, the 

Commission routinely adjusted Verizon's rates for excessive directory earnings, 

and ORA believes the Commission should do so here.  Third, Verizon and its 

Directory Affiliate do not bargain at arms length.  ORA states that its proposal 

will prevent Verizon from using its Directory Affiliate to siphon earnings from 

Verizon's regulated operations.  Finally, ORA argues that its recommendations 

                                                           
18  Exhibit 103, Volume 5, work papers 2-6, 2-7, and 2-8; Exhibit 203, p. 7.    
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implement the Commission's rules for affiliate transactions as set forth in the 

CAM that Verizon filed pursuant to D.91-07-056.19  ORA asserts that the 

Commission's rules require Verizon to purchase services from the Directory 

Affiliate at the lower of the Affiliate's FDC or FMV.  ORA states that Verizon 

failed to demonstrate that the revenue-sharing arrangement resulted in Verizon 

purchasing services from the Directory Affiliate at the lower of FDC or FMV.  

ORA believes that the imputation of the Directory Affiliate's excessive earnings 

provides a reasonable proxy for the lower of FDC or FMV.   

ORA dismisses Verizon's suggestion that studies conducted over ten years 

ago demonstrate the reasonableness of the revenue-sharing arrangement.  ORA 

believes that the following passage from D.88-08-061 indicates that Verizon 

should conduct studies more frequently than every decade:   

We have long maintained that a market test is the best way to 
review the reasonableness of an affiliate relationship.  We 
believe this is true not just for ratemaking purposes, but also as 
an ongoing management tool for utilities to use . . . We will 
require that [Verizon] perform a full competitive analysis of its 
options for directory publishing and submit it to [the 
Commission] no later than March 31, 1989. (D.88-08-061, 29 
CPUC 2d 63, 79.  Emphasis added.) 

ORA opines that the phrase “ongoing management tool” cannot be interpreted 

as meaning every 10 years or more.   

ORA states that although the FCC has determined that transactions 

between telephone companies and their directory affiliates are not subject to the 

FCC's rules pertaining to affiliate transactions, this does not preclude the 

Commission from adopting ORA's recommendation.  According to ORA, the 

                                                           
19  The Commission modified and adopted Verizon's CAM in Resolution T-1595, issued on 

December 9, 1996.  
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FCC has determined that states have authority to impute directory revenues for 

state ratemaking purposes.   

ORA notes that in January 2000, Verizon changed the contract with its 

Directory Affiliate from a revenue-sharing arrangement to a “fee-for-service” 

arrangement.  ORA represents that Verizon receives no directory revenues under 

the new fee-for-service arrangement.  ORA asserts that the Commission never 

excused Verizon from the requirement to impute directory revenues for 

ratemaking purposes.   

b. TURN  
TURN supports ORA’s proposal to impute excessive directory earnings for 

ratemaking purposes.  TURN states that ORA's recommendation is consistent 

with Pub. Util. Code § 728.2, which requires the Commission to consider 

directory earnings "for purposes of establishing rates for other services."  TURN 

also believes that ORA's proposal is consistent with D.89-10-031 wherein the 

Commission found that telephone directories are a unique class of services, 

developed at ratepayer expense, which have historically contributed 

substantially to basic rates, and which should continue to do so.20   

TURN acknowledges that the Commission in D.91-07-056 terminated 

ratemaking adjustments for directory earnings similar to the one proposed by 

ORA in this proceeding.  However, TURN finds nothing in D.91-07-056 that 

indicates the Commission intended to abandon its holding in D.89-10-031 that 

ratepayers should receive a substantial share of directory revenues under NRF.   

TURN argues that two recent Commission decisions demonstrate that 

ratepayers should benefit from directory earnings.  In D.01-06-077, the 

Commission held that all directory revenues and expenses should be included in 
                                                           
20  D.89-10-031, 33 CPUC 2d 43, 146-147, and Finding of Fact (FOF) 81. 
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the determination of sharable earnings.21  In D.99-05-039, the Commission 

rejected Pacific Bell’s arguments that § 728.2 eliminates the need or ability to 

consider Yellow Page revenues in setting rates for other services.22   

TURN contends that it is irrelevant that the Commission and the FCC treat 

directory revenues differently for ratemaking purposes.  TURN states that the 

FCC has specifically recognized that states may have the authority to impute 

such revenues to regulated carriers, FCC treatment not withstanding.  

c. Verizon  
Verizon opposes ORA's proposal.  Verizon argues that in D.91-07-056 the 

Commission rejected the exact same ratemaking adjustment that ORA proposes 

here.  Verizon also argues that the Commission has never applied its rules for 

affiliate transactions to directory revenues.   

Verizon notes that the basis for ORA's proposal is as follows: 

No studies were conducted by Verizon during the audit 
period to show that service was provided at the lower of cost 
or market or that the [division of revenues] was reasonable.  
Using [the Directory Affiliate's] earnings as a proxy for costs 
solves this problem. (Exhibit 106, p. 8.)  

Verizon argues that ORA failed to show any relationship between the cost of the 

services provided by the Directory Affiliate and the Directory Affiliate's earnings 

that ORA wants to transfer to Verizon.  Without such a relationship, there is no 

basis for ORA's proposal.  Verizon believes that ORA's proposal is further 

undermined by the fact that the revenues Verizon received under the revenue-

sharing arrangement were far in excess of any associated costs. 

                                                           
21  D.01-06-077, mimeo., p. 55.  
22  D.99-05-039, mimeo., pp. 3 - 6. 
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Verizon states that contrary to ORA's claim, Verizon provided ORA with 

two studies that show the revenue-sharing arrangement between Verizon and 

the Directory Affiliate was reasonable.  The first study was a "competitive 

analysis" that Verizon filed at the Commission in March 1989 pursuant to D.88-

08-061.  The competitive analysis found that Verizon's agreement with its 

Directory Affiliate provided a contribution to Verizon and its ratepayers 

significantly in excess of the companies surveyed.  The second study was 

prepared in 1991 by Greenwich Associates.  The purpose of the Greenwich study 

was to compare agreements between Verizon telephone operating companies 

and their directory affiliates to those of other telephone operating companies.  

The study found that the business relationship between the Verizon telephone 

companies and their directory affiliates was prudent, proper, and consistent with 

industry practice.   

2. Discussion   
In this section of the decision, we address whether the "excessive directory 

earnings" identified by ORA should be included in the earnings sharing 

mechanism that was in effect for Verizon during 1996 – 1998.  Later in this 

decision, we address ORA's proposal to reduce Verizon's rates by an amount that 

includes the excessive directory earnings.  

In deciding whether the "excessive directory earnings" should be reflected 

in the earnings sharing mechanism, it is useful to first review the regulatory 

treatment of telephone directories.  Telephone directories have been an integral 

part of telephone service for nearly a century.23  Directories were developed at 
                                                           
23  In 1926 the California Supreme Court held that "[a] telephone directory is an essential 

instrumentality . . . It is as much so as is the telephone receiver itself, which would be 
practically useless . . . without the accompaniment of such directories[.]"  (California Fire 
Proof Storage Company v. Brundige (1926) 199 Cal 185, 187 –188.) 
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ratepayer expenses and, in return, the earnings from directories were used to 

offset the cost of providing local telephone service.24  The historically close 

association between telephone directories and regulated telephone service 

continues to this day.25   

Verizon has conducted its directory operations through an affiliate since 

1936.26  The lack of an arms-length relationship between Verizon and its 

Directory Affiliate has been a long-standing source of concern to the 

Commission.  For example, in 1969 the Commission held: 

[Verizon] and the Directory Company do not bargain at arms 
length over the division of directory revenues.  The Directory 
Company is used . . . to siphon profits from [Verizon].  To 
prevent . . . the Directory Company from making an 
unreasonable and excessive profit on its business with [Verizon] 
we will reduce [Verizon's] expenses by $ 720,000 . . . for the test 
year. (D.75873, 1969 Cal. PUC LEXIS 648, *186 – *189)   

The Commission made similar findings in each of Verizon's subsequent 

general rate cases (GRCs).  In the last GRC prior to NRF, the Commission 

reduced Verizon's revenue requirement by $9 million to prevent the Directory 

Affiliate from earning excessive profits at the expense of ratepayers.27  The 

$9 million rate adjustment was reflected in Verizon's initial rates under NRF.28   

In 1982, the legislature enacted Pub. Util. Code § 728.2(a), which states, in 

relevant part, as follows:   

                                                           
24  D.89-10-031, 33 CPUC 2d 43, 146.  
25  D.99-05-039, 1999 Cal. PUC LEXIS 244.  
26  D.75873, 1969 Cal. PUC LEXIS 648, *91.  
27  D.88-08-061, 29 CPUC 2d 63, 78, and 163.   
28  D.89-10-031, 33 CPUC 2d 43, 186.  
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[T]he commission shall investigate and consider revenues 
and expenses with regards to the acceptance and publication 
of [directory] advertising for purposes of establishing rates 
for other services offered by telephone corporations.  

The Commission has consistently interpreted § 728.2(a) as allowing, if not 

requiring, the Commission to use directory earnings to offset the cost of 

providing basic telephone service.29   

When the Commission established NRF in D.89-10-031, the Commission 

continued its long-standing practice of imputing directory earnings for 

ratemaking purposes.  In particular, directory earnings were used in the 

determination of Verizon's start-up revenue requirement, which had the effect of 

reducing Verizon's initial rates under NRF.  In addition, the Commission held 

that directory earnings should be included in the earnings sharing mechanism:   

It is uncontested that local exchange carriers continue to enjoy 
significant market power in the directory advertising market.  We 
see no reason why shareholders should receive the full benefit of 
what may largely be monopoly profits.  Further, since their 
directory advertising services are well established, we believe 
that local exchange carriers will retain sufficient incentives to 
vigorously pursue this market, even if excess profits are shared 
with ratepayers.  Because of the existence of significant market 
power and because efficiency incentives would not be seriously 
compromised, we conclude that Yellow Pages directory services 
revenues should be subject to a revenue sharing mechanism.  

[W]e conclude that directory advertising services should be 
included in the basic sharing calculation…Because it considers 
both past directory advertising service contributions through 
current rates and future revenues and expenses through the 
sharing mechanism, we conclude that this treatment is consistent 

                                                           
29  See, e.g., D.99-05-039, D.91-01-016, D.90-09-085, D.89-10-031, and D.88-08-061.  
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with PU Code 728.2. (D.89-10-031, 33 CPUC 2d 43, 146-147.  
Emphasis added.)30 

In adopting NRF, the Commission instructed the Commission's Advisory 

and Compliance Division (CACD)31 to convene a workshop to examine which 

ratemaking adjustments should be included in the determination of sharable 

earnings.  One of the ratemaking adjustments that CACD examined at the 

workshop was the traditional adjustment for excessive directory earnings.  

Under this adjustment, all directory earnings in excess of the utility's authorized 

ROR were returned to ratepayers in the form of lower rates.  Following the 

workshop, CACD submitted a report to the Commission in which CACD 

recommended, among other things, that the traditional ratemaking adjustment 

for excessive directory earnings be excluded from the determination of Verizon's 

sharable earnings.  The basis for CACD's recommendation was that Verizon's 

initial rates under NRF already included a ratemaking adjustment for excessive 

directory earnings, and that Verizon's rates under NRF would thereafter be 

de-linked from its actual costs and revenues.32   

The Commission adopted CACD's recommendation in D.91-07-056.  The 

effect of D.91-07-056, D.89-10-031, and long-standing Commission practice was 

that directory revenues and expenses under NRF were to be treated the same as 

Verizon's other revenues and expenses.  Thus, the Directory Affiliate's earnings 

                                                           
30  Under the earnings sharing mechanism established by D.89-10-031, Verizon kept all earnings 

up to an ROR of 13%, shared earnings 50-50 with ratepayers for earnings between 13% and 
16.5%, and returned to ratepayers all earnings over 16.5%.  In D.93-09-038, the Commission 
revised the sharing mechanism so that Verizon kept all earnings up to an ROR of 15.5%, and 
returned to ratepayers all earnings above 15.5%.   

31  The functions of CACD relevant to this decision are now embodied in the Commission's 
Telecommunications Division.  

32  Exhibit 207.  
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were to be included in the determination of Verizon's ROR, and ratepayers were 

to share in the Directory Affiliate's earnings to the extent these earnings, when 

combined with Verizon's earnings from its regulated telephone operations, 

exceeded the threshold for sharable earnings.    

With limited exceptions, the Commission has never applied its rules 

governing affiliate transactions to directory affiliates.  Rather, the Commission 

has treated directory affiliates as if they were a part of the regulated utility.  This 

is perhaps best illustrated by D.93-02-019 wherein the Commission determined 

that its regulations that require utilities to report significant transactions with 

their affiliates did not apply to transactions between telephone companies and 

their "regulated subsidiaries," which were defined as follows:     

"Regulated Subsidiary" means any subsidiary of a utility the 
revenues and expenses of which are subject to regulation by 
the Commission and are included by the Commission in 
establishing rates for the utility.  For purposes of this 
rulemaking only, the Yellow Pages subsidiary of any 
telephone company which is a local exchange carrier (LEC) is 
a regulated subsidiary if its net revenues are imputed by the 
Commission in setting the rates of the LEC. (D.93-02-019, 
48 CPUC 2d 163, 173) 

A regulated subsidiary is considered part of the utility, and 
therefore any transactions between a regulated subsidiary and 
an affiliated entity are considered the same as a transaction 
between the utility and an affiliated entity and must be 
reported accordingly. (D.93-02-019, 48 CPUC 2d 163, 174) 

Although Verizon's Directory Affiliate is a sister company, not a subsidiary, the 

Directory Affiliate nonetheless satisfies the definition of "regulated subsidiary" 

because its net revenues are imputed for ratemaking purposes.   

With our regulatory treatment of telephone directories in mind, we now 

turn to considering to what extent the Directory Affiliate's earnings should be 
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reflected in the earnings sharing mechanism.  As described previously, 

D.91-07-056, D.89-10-031, and long-standing Commission practice require all 

directory earnings to be imputed for ratemaking purposes under NRF.  No 

subsequent decision has changed this policy.33  ORA's proposal does not go far 

enough in implementing the Commission's policy, as ORA's proposal would not 

impute for ratemaking purposes the first 11.5% of the Directory Affiliate's 

earnings.  In contrast, the financial reports that Verizon has submitted to the 

Commission since 1996 included none of the Directory Affiliate's earnings, 

resulting in a significant understatement of Verizon's reported ROR.  The 

amount of directory earnings that were improperly excluded from Verizon's 

financial reports were as follows:   

 1996 1997 1998 1999 2000 2001 
Directory Affiliate's ROR 1  20.9% 14.3% 24.9% 27.0% 27.0% 27.0% 
Amount of Unreported 
Directory Earnings 2  

$27.0 
million

$19.0 
million 

$39.2 
million 

$42.7 
million

$42.7 
million 

$42.7 
million 

Effect of Unreported 
Directory Earnings on 
Verizon’s ROR 2 

0.89% 0.59% 1.34% 1.56% 1.59% 1.77% 

1  Source:  Exhibit 103, p. 18-4 and the work paper to revised Exhibit 212 submitted by 
Verizon via e-mail on June 27, 2002.   

2  Source:  Appendix B of this decision. 
 

                                                           
33  In Resolution T-16656, Finding No. 7, issued on June 27, 2002, the Commission held that it 

has always required Verizon to include directory earnings in its intrastate ROR.  In 
D.01-06-077, mimeo., p. 5, the Commission held that it is the Commission's policy to include 
all directory revenues and expenses in the sharable earnings calculation.  In Resolution 
T-16254, mimeo., p. 6 and Finding No. 4, issued on December 17, 1998, the Commission held 
that Yellow Page revenues are "above the line" for ratemaking purposes.  This holding was 
affirmed by the Commission upon rehearing. (D.99-05-039, 1999 Cal. PUC LEXIS 244, *7 – 8.)  
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We will require Verizon to file revised financial monitoring reports for 

every year beginning with 1996 that reflect all of the Directory Affiliate's 

earnings from the publication of White and Yellow Page directories as set forth 

in the above table.  Verizon shall continue to file financial monitoring reports that 

reflect all of directory earnings until further notice.34   

We agree with ORA and TURN that the imputation of directory earnings 

is consistent with FCC regulations.  The FCC’s own rules allow states to impute 

directory revenues for state ratemaking purposes.35  Further, the Commission in 

D.91-07-056 held that the determination of sharable earnings starts with the 

FCC's Part 32 accounts, less Part 36 (separations) and Part 64 (below-the-line cost 

allocations), plus or minus any modifications adopted by this Commission.36  

Directory earnings have always been included as one of these modifications.   

We decline to adopt at this time ORA's proposal to require Verizon to 

conduct studies to determine if the services provided by the Directory Affiliate 

are priced at the lower of cost or market value.  The obvious purpose of these 

studies is to determine if Verizon is in compliance with the Commission's rules 

for affiliate transactions.  As described previously, Verizon's transactions with its 

Directory Affiliate are largely exempt from those rules.37  We also believe that the 

                                                           
34  In Phase 3 of this proceeding, the Commission will address the regulatory treatment of 

Yellow Page revenues. (Scoping ACR, pp. 4-5.)  Today's decision in no way prejudges the 
Commission's decision on this matter in Phase 3.  

35  Exhibit 211, para. 7 
36  D.91-07-056, 41 CPUC 2d 89, 119.  
37  We disagree with ORA that its proposed adjustment for excessive directory earnings 

implements the Commission's rules governing affiliate transactions as set forth in the CAM 
that Verizon filed pursuant to D.91-07-056. (41 CPUC 2d 89, 129.)  As described previously, 
the Commission in D.91-07-056 terminated ratemaking adjustments for excessive directory 
earnings.  We have reviewed Verizon's CAM that was approved by Resolution T-15950, and 
we find nothing in the CAM or the Resolution that indicates the Commission intended to 
overturn its decision in D.91-07-056 to end ratemaking adjustments for excessive directory 

Footnote continued on next page. 
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public interest would be better served if ORA routinely monitored and audited 

Verizon's relationship with its Directory Affiliate rather than relying on studies 

that are subject to gaming.   

B. Electronic Directory Revenues 
1. Position of the Parties   

ORA recommends that the Commission investigate whether the revenues 

that Verizon's Directory Affiliate receives from electronic directories should be 

imputed for ratemaking purposes.  ORA believes that its proposal is reasonable 

in light of the close relationship between electronic directories and Verizon's 

traditional printed directories.  The closeness of the relationship is shown in a 

recent quarterly report to shareholders wherein Verizon's parent company 

indicated that its bundling of print and online services is producing higher 

revenues for the Internet directory service:  

Revenues from SuperPages.com, Verizon’s Internet 
directory service, grew 44.5 percent over second quarter 
2000 as Information Services carried out its strategy to 
bundle print and online services. (Exhibit 106, p. 7)  

ORA also testified that "[a] visit to the SuperPages website suggests that there is 

a relationship between Verizon . . . and [the Directory Affiliate]."  According to 

ORA, the header on the website indicates that the offerings on the web page are 

from Verizon, not the affiliate that is producing the web page.  

TURN supports ORA's proposal.  TURN submits that ORA’s testimony 

demonstrates that the electronic directory is an extension of the paper one, as 

both are bundled together as an integrated advertising service.  TURN argues 

                                                                                                                                                                                           
earnings.  Moreover, it strains credulity to believe that the Commission in D.91-07-056 
terminated ratemaking adjustments for excessive directory earnings while simultaneously 
ordering Verizon to file a CAM requiring the use of the very same ratemaking adjustment.   
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that it is reasonable to investigate whether such closely related services should be 

afforded the same ratemaking treatment.   

Verizon's opposes ORA's proposal to investigate whether revenues from 

electronic directories should be imputed for ratemaking purposes.  Verizon 

represents that it has no interest -- financial, legal, or otherwise -- in any 

electronic directory.  Verizon also represents that it performed no services during 

the audit period pertaining to electronic directories.  Verizon adds that if ORA's 

proposal is adopted, Verizon earnings would actually decrease during the audit 

period, not increase, because the Directory Affiliate lost money on its electronic 

directory business during that period.   

2. Discussion   
We are persuaded by ORA and TURN that it would be worthwhile to 

investigate whether revenues from electronic directories should be imputed for 

ratemaking purposes.  ORA has demonstrated that affiliated electronic 

directories profit from their association with traditional directories, and there is a 

strong case to be made that ratepayers, not just shareholders, should benefit from 

this association.  We are also concerned that any success enjoyed by electronic 

directories due to their affiliation with traditional directories might erode Yellow 

Page revenues and diminish the financial support that Yellow Pages provide to 

basic telephone service.  If this were to occur, then ratepayers would be harmed 

by the affiliation and should be compensated for the harm.    

ORA did not suggest a procedural vehicle for investigating whether 

revenues from electronic directories should be imputed for ratemaking purposes.  

Elsewhere in this decision, we direct ORA to conduct another audit or Verizon.  

We conclude that this audit would be an appropriate vehicle for gathering 

information needed to investigate whether revenues from electronic directories 



R.01-09-001, I.01-09-002  ALJ/TIM/jyc DRAFT 
 

 - 30 -

should be imputed for ratemaking purposes.  To this end, ORA's audit should 

examine affiliated electronic publishing activities for the purpose of identifying 

and, to the extent possible, quantifying (1) the benefits that traditional directories 

provide to electronic directories, and (2) any actual or potential loss of revenues 

incurred by traditional directories due to their affiliation with electronic 

directories.  As described later in this decision, ORA should submit its audit 

findings in the next triennial review of NRF.   

C. Changes to Affiliate Rules    
1. Position of the Parties   

a. Verizon  
Verizon proposes that the Commission make three revisions to its rules 

governing affiliate transactions.  First, Verizon asks the Commission to modify its 

rules so that Verizon does not have to perform market studies to determine if the 

services it purchases from an affiliate that meets the FCC's definition of a "service 

company" are priced at the lower of FDC or FMV.  Unlike the Commission, the 

FCC permits affiliated “service companies” to price all services at FDC.38  

Verizon states that the FCC recognized that requiring service companies to 

perform market studies would increase costs for ratepayers while providing 

limited benefit:   

We find that when an affiliate is established to provide services 
solely to the carrier’s corporate family in an effort to take 
advantage of economies of scale and scope, the benefits of such 
economies of scale and scope are . . . ultimately transferred to 
ratepayers through transactions with the carrier for such 
services valued at fully distributed costs.  Requiring carriers to 
perform fair market valuations for such transactions would 

                                                           
38  47 C.F.R. 32.27(c).    
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increase the cost to ratepayers while providing limited benefit. 
(FCC Order 96-490, para. 148)   

Verizon represents that its proposal is similar to a rule that the 

Commission adopted for Pacific Bell in D.99-03-057.  There, the Commission 

approved Pacific Bell’s request to use FDC for pricing services provided by 

centralized support organizations and SBC Communications Inc.   

Verizon states that its proposal is directly applicable to certain unresolved 

issues raised in ORA's audit report.  In particular, the audit report recommended 

that Verizon prepare market studies for services provided by Verizon's Data 

Services Affiliate and Long-Distance Affiliate in order to demonstrate that the 

prices charged by the Affiliates are the lower of FDC or FMV.39  Verizon states 

that adoption of its proposal would obviate ORA's recommendation.   

Verizon's second proposed revision to the Commission's rules is to adopt 

the FCC's "prevailing-price rule."  Under the FCC’s rule, if more than 25% of a 

non-tariffed product or service is sold to unaffiliated customers, then the 

telephone company and its affiliate may sell the product or service to one 

another at the prevailing price.  The prevailing price is the price at which the 

product or service is sold to the general public.  Verizon states that the presence 

of significant sales to third parties alleviates the need for a study to demonstrate 

market price, as the prevailing price is the market price.   

Verizon's third proposed revision to the Commission's rules is to increase 

the threshold for when a market study is required.  The Commission's rules 

require Verizon to perform a market study for any transaction involving assets, 

                                                           
39  Joint Exhibit, Issues 18, 19, 43, and 44.  Verizon agreed to make financial adjustments for its 

failure to conduct market studies during the audit period.  What the parties dispute is 
whether Verizon should perform market studies on a prospective basis.   
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goods, or services that are valued at more than $100,000.40  The FCC, in contrast, 

does not require market studies unless the annual sales of an asset or service are 

valued at more than $500,000 per year.41  Verizon maintains that adopting the 

FCC’s threshold of $500,000 would reflect the FCC’s determination that below 

this threshold the administrative cost and effort of conducting market studies 

outweighs the regulatory benefits.42    

b. ORA   
With one exception, ORA opposes Verizon's proposals to revise the 

Commission's rules for affiliate transactions.  ORA states that Verizon's 

proposals would be a major departure from the Commission's current rules, and 

ORA is concerned that neither it nor the Commission have had an opportunity to 

examine the proposals.  In order to provide an opportunity to properly consider 

the merits and ramifications of Verizon's proposals, ORA recommends that 

Verizon file a formal application as Pacific is required to do by D.99-03-057.43  

ORA does not oppose Verizon's proposal to raise the threshold for a 

market study from $100,000 to $500,000 for the sale of assets.  ORA objects, 

however, to raising the threshold for services.  ORA states that while $500,000 

worth of services is not a substantial sum to Verizon, it is a large amount to some 

of Verizon's affiliates.  ORA believes that in order to ensure that the unregulated 

affiliates do not have a competitive advantage, it is necessary to retain the 

$100,000 threshold for services exchanged between Verizon and its affiliates.   

                                                           
40  Resolution T-15950, issued on December 9, 1996. 
41  For Services:  FCC Order 00-78.  For Assets:  FCC Order 01-305.   
42  FCC Order 00-78, para. 19.   
43  D.99-03-057, mimeo., p. 5.  
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c. TURN   
TURN opposes Verizon's proposals to revise the Commission's rules for 

affiliate transactions.  TURN asserts that the FCC’s regulatory concerns in this 

area are narrower than the Commission's.  Thus, what might be adequate and 

efficient for the FCC’s purposes might not be so for the Commission’s.   

TURN states that Verizon’s reliance on D. 99-03-057 as justification for its 

proposal is misplaced.  That decision focused almost exclusively on Intellectual 

Property and Proprietary Assets (IPPA).  While the decision appears to have 

approved use of FDC for service companies, it did so without discussion, 

evidentiary hearings, or a clear ordering paragraph to that effect.  TURN opines 

that a five-page decision with 4 findings of fact, 5 conclusions of law (COLs), and 

12 ordering paragraphs—all related to IPPA—is slim support for a major change 

to Commission's affiliate rules.   

TURN states that ORA's audit found that affiliated service companies 

overcharged Verizon by millions of dollars during the audit period.  The audit 

also showed that Verizon unilaterally chose to violate Commission rules and 

instead followed FCC rules.44  In light of these audit findings, TURN believes the 

Commission should be cautious in changing its rules for affiliate transactions.    

2. Discussion   
We decline to adopt at this time Verizon's proposed changes to our rules 

governing affiliate transactions.  Verizon has not demonstrated any flaws in our 

rules that need to be remedied at this time.  Moreover, we do not wish to revise 

our rules through piecemeal changes that affect only one utility as Verizon 

proposes to do here.  Rather, it is our general policy to apply a uniform set of 

                                                           
44  Exhibit 103, pp. 1-19, 1-20, 10-5, and 10-9. 



R.01-09-001, I.01-09-002  ALJ/TIM/jyc DRAFT 
 

 - 34 -

rules to all utilities in order to promote administrative efficiency and to treat all 

utilities equally and fairly.45   

Consistent with our decision today to retain our current rules for affiliate 

transactions, Verizon shall comply with the existing requirement to conduct 

market studies for all affiliate transactions valued at more than $100,000.46   

V. ORA's Proposed Rate Reduction   
1. Position of the Parties   

a. ORA   
ORA recommends that the Commission reduce Verizon's intrastate rates 

by a total of $104 million over a three-year period.47  The proposed rate reduction 

is equal to the amount of misallocated costs and revenues between Verizon and 

its affiliates that ORA found during its audit.48   

ORA offers several reasons why it is reasonable to reduce Verizon's rates 

by $104 million.  First, ORA asserts that misallocated amounts placed ratepayers 

at risk for paying higher rates.  ORA argues that the proposed rate reduction 

would compensate ratepayers for the risk they bore.   

Second, ORA claims the misallocations caused material misstatements in 

the financial reports that Verizon submitted to the Commission.  ORA believes 

there is a strong possibility that the Commission would not have suspended the 

                                                           
45  D.97-04-041, 71 CPUC 2d 629, 637; R.92-08-008, 1992 Cal. PUC LEXIS 576, *2, 9 – 13.   
46  The Joint Exhibit, Attachment B, contains Verizon's affiliate transactions pricing guidelines.  

The guidelines reflect the FCC's rules, including those that are not adopted by today's 
decision.  The guidelines at page 3 recognize, however, that the FCC and the states may have 
different requirements pertaining to affiliate transactions.  Today's decision does not adopt 
or otherwise endorse those parts of the guidelines that do no comply with Commission 
requirements pertaining to affiliate transactions.    

47  Exhibit 100, pp. 12 – 13; Revised Exhibit 212, W/P 1.  
48  ORA proposes in Phase 2 of this proceeding that Pacific's rates be reduced based on the 

findings in the TD's report on its audit of Pacific  
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sharing mechanism and the annual productivity adjustment in D.98-10-026 if the 

Commission had known of ORA's audit findings.  ORA states that its proposed 

rate reduction provides partial compensation to ratepayers for billions of dollars 

they lost when the Commission suspended the sharing mechanism and 

productivity adjustment based on faulty information supplied by Verizon.    

Third, ORA avers that ratepayers would have benefited from ORA's 

proposed ratemaking adjustment under cost-of-service ratemaking that was in 

effect prior to NRF.  ORA declares that ratepayers should be no worse off under 

NRF than under traditional cost-of-service regulation.  In ORA's view, simply 

dismissing the audit report’s financial adjustments because there is no longer 

cost-of-service ratemaking fails to make ratepayers whole.   

Finally, ORA asserts that the misallocations were caused by Verizon's 

repeated failure to adhere to the Commission's rules, resulting in ratepayers 

subsidizing unregulated activities.  ORA claims that its proposed rate reduction 

is necessary to hold Verizon accountable for its failure to comply with the 

Commission's rules.  ORA also contends that unless Verizon is held accountable, 

Verizon will have little incentive to fulfill its obligations under the Joint Exhibit.    

ORA acknowledges that correcting the misallocations would not increase 

Verizon's earnings above the NRF sharing threshold that was in effect during 

1996 through 1998.  Consequently, Verizon's ratepayers would not benefit from 

the correction of the misallocations via the NRF earnings sharing mechanism.  

ORA believes this would be an unjust result, as Verizon should not profit from 

having mislead the Commission about its cost allocations.     

ORA opines that its proposed rate reduction is consistent with NRF.  This 

is because the Commission in D.91-07-056 explicitly reserved its right to fashion 
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remedies under NRF.49  In addition, ORA believes the Commission would not 

have ordered NRF audits if it did not intend to make audits an effective means of 

ensuring Verizon's compliance with the Commission's rules and policies.  ORA 

argues that if the Commission does not reflect the audit adjustments in rates, 

audits will fail to have their intended effect of helping to ensure Verizon’s 

compliance with the Commission's rules and policies.   

ORA represents that its proposed rate reduction is not reflected in 

Verizon's initial rates under NRF that went into effect on January 1, 1990.  ORA 

maintains that Verizon’s initial rates reflected only those ratemaking adjustments 

that were in effect at that time, and could not have conceivably included all 

future ratemaking adjustments.   

ORA asserts that the Commission has previously bypassed the NRF 

sharing mechanism in order to ensure that ratepayers receive the financial 

benefit of ratemaking adjustments.  Specifically, in D.97-03-067 the Commission 

ordered Pacific to refund $248 million to ratepayers over five years.  Pacific 

implemented the refund as a Z-factor.  ORA states that there is no discussion in 

D.97-03-067 whether the refund met the nine Z-factor criteria, which 

demonstrates that the Z-factor criteria are not applicable to ratemaking 

adjustments ordered by the Commission.    

ORA argues that D.01-06-077 does not apply to ORA's proposed rate 

reduction.  In that decision, the Commission used the NRF earnings sharing 

mechanism to flow through ratemaking adjustments stemming from an ORA 

audit of Roseville Telephone Company (Roseville).  ORA states that unlike the 

case with Roseville, Verizon’s sharing mechanism will not result in any of ORA's 

audit adjustments reaching ratepayers.  ORA also believes the Commission is not 
                                                           
49  41 CPUC 2d 89, 119 and 131.   
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bound by the Roseville decision because the Commission in D.91-07-056 reserved 

its right to fashion remedies under NRF on a case-by-case basis.   

b. Pacific Bell  
Pacific Bell opposes ORA's ratemaking adjustment.  Pacific states that in 

order for ORA's proposed remedy to be considered valid, it must be reasonably 

related to actual harm suffered or found.  ORA's proposed remedy fails this test, 

according to Pacific, because not one dollar of the purported misallocations was 

ever incorporated into Verizon's rates.   

Pacific states that there is no place for ORA's proposal under NRF where 

the Commission has regulated prices by the price-cap formula.  Pacific posits that 

the misallocated amounts at issue were not used to set the rates, since Verizon's 

rates before, during, and after the audit period were regulated without respect to 

the accounting costs at dispute in the audit.   

Pacific contends that the only means by which ORA's audit adjustment 

could reach ratepayers would be through the NRF sharing mechanism.  Pacific 

states that even if all of ORA's alleged audit adjustments are correct, Verizon’s 

ROR did not exceed the sharing threshold in any year.  Accordingly, Verizon has 

no obligation to share any amount with ratepayers.   

c. TURN  
TURN supports ORA's proposed rate reduction.  TURN states that the 

Commission has long relied on statutorily mandated audits as an essential part 

of the Commission’s regulatory oversight.50  In TURN's view, there is little point 

to audits without the opportunity to implement ratemaking adjustments.   

                                                           
50  D.89-10-031, 33 CPUC 2d 43, 185, and 196; D.94-06-011, 55 CPUC 2d 1, 24-25; D.96-05-036, 

66 CPUC 2d 274, 278, and FOF 10; and D.98-10-026, 1998 Cal. PUC LEXIS 669 at *69-72 and 
FOF 42. 



R.01-09-001, I.01-09-002  ALJ/TIM/jyc DRAFT 
 

 - 38 -

TURN opines that ORA's proposed rate reduction is consistent with NRF.  

This is because when the Commission established NRF in D.89-10-031, it 

anticipated that there might be ratemaking adjustments arising from 

management misconduct.51  Subsequently, in D.91-07-056 the Commission 

emphasized the need under NRF for “flexibility to fashion remedies as may be 

appropriate to the given problem.”52   

TURN argues that ORA's proposed rate reduction would provide a 

powerful incentive for utilities to comply with the Commission’s accounting 

rules.  Those rules serve two of the eight regulatory goals specified in the original 

NRF decision:  (1) avoidance of cross subsidies and anticompetitive behavior, 

and (2) low cost, efficient regulation.  TURN states that in supporting those goals, 

ORA's proposal maintains the integrity of NRF.   

TURN urges the Commission to avoid the conclusion that the earnings 

sharing mechanism is the only means for ORA's audit adjustments to affect rates 

under NRF.  TURN states that this would be an especially troubling standard in 

cases where an audit adjustment does not trigger sharing or where sharing has 

been suspended or eliminated.  Under such circumstances, there could never be 

audit-based adjustments, regardless of the egregiousness of the utility's practices 

that led to the audit adjustment.   

TURN argues that ORA's proposed rate reduction is consistent with 

D.01-06-077.  TURN states that the Commission made it very clear in that 

decision that its concerns arising from ORA's audit of Roseville were not limited 

to the impact the audit adjustments would have on shareable earnings:  

                                                           
51  D. 89-10-031, 33 CPUC 2d 43, 186. 
52  41 CPUC 2d 89, 119. 
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The audit results show that [Roseville] has effectively cross-
subsidized its affiliates at the expense of [its] reported earnings. . . 
Such cross-subsidization directly contravenes the pro-competitive 
policies of this Commission as it unfairly disadvantages the firms 
which must compete against [Roseville's] affiliates and lack the 
funding source of monopoly or near-monopoly services.  The 
foregoing further demonstrates that cross-subsidization by 
[Roseville] depressed [Roseville's] earnings so significantly as to 
prevent sharing that otherwise would have occurred absent the 
cross-subsidization.  By applying the sharing mechanism to 
[Roseville's] corrected earnings for 1998 and 1999, shareholders 
will be denied a measure of the benefits from the improper cross-
subsidization of [Roseville's] affiliates.  In addition, sharing will 
allow ratepayers to gain some of the benefits from costs for RTC 
that should have been lower had they been properly recorded and 
allocated. (D.01-06-077, mimeo., pp. 61 - 62.)   

TURN observes that in the Roseville proceeding, ORA's audit adjustments 

triggered additional sharing in two of the three years covered by the Roseville 

audit.  In contrast, the Verizon audit adjustments trigger no additional sharing.  

So, where the sharing mechanism served in Roseville’s case to “limit the benefits 

that shareholders may reap from improper cost shifting,"53 it fails to serve that 

purpose for Verizon.  Thus, in order to send the same type of message to the 

utility and its shareholders as the Commission described in the Roseville 

decision, it will need to rely on some other mechanism.54  TURN believes that 

ORA’s proposed rate reduction is one such mechanism.   

                                                           
53  D.01-06-077, FOF 7.  
54  The Commission stated in D.01-06-077, Fn. 6:  "[T]he Commission may apply other sanctions, 

including penalties, if it finds that [Roseville] or its affiliates are engaging in practices that 
violate any statutes or any rules, orders, or other requirements of this Commission."   
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d. Verizon  
Verizon opposes ORA's proposed rate reduction.55  Verizon states that the 

fundamental flaw in ORA’s proposal is that it bears no relationship to the alleged 

problems that it seeks to remedy.  Verizon argues that such a connection is 

essential because the purpose of ORA’s proposal is to compensate ratepayers for 

the harm that Verizon allegedly inflicted upon them.  Absent any connection 

between the alleged harm and the compensation, ORA’s proposal is improper 

and unreasonable. 

Verizon contends that the two largest components of ORA's proposed rate 

reduction highlight the lack of connection between ORA's audit findings and its 

proposed remedy.  The largest component is a rate reduction of $62 million for 

excessive directory earnings.  Verizon states that the rate reduction is 

inappropriate under NRF, since rates are independent of costs.  In addition, a 

rate reduction for excessive directory earnings was built into Verizon's initial 

rates under NRF.  As a result, Verizon's rates already reflect a ratemaking 

adjustment for excessive directory earnings.  Furthermore, the Commission in 

D.91-07-056 terminated further ratemaking adjustments for excessive directory 

earnings.  Thus, Commission precedent explicitly prohibits ORA's proposed rate 

reduction for excessive directory earnings.   

The second largest component of ORA's proposal is a $32 million rate 

reduction for Verizon's inability to provide support for the "I-factor" that was 

used to allocate certain types of costs between Verizon and its affiliates.  Verizon 

represents that it lost the supporting documentation during an office move.  

Verizon states that while it could not produce the documentation, the record 

                                                           
55  Verizon agrees to restate its historical financial reports to reflect those ORA audit 

adjustments adopted by the Commission, and will do so at the conclusion of Phase 1.   
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indicates that such documentation did exist.  The record further indicates that the 

I-factor was replaced by the S-factor - the one preferred by ORA - prior to the 

release of the audit report.  Verizon asserts that the adjustment of $32 million, 

which represents the difference between the S-factor and I-factor, has no 

foundation.  There is no finding in the ORA's audit report that the I-factor was 

improper, that losing the documentation was anything other than inadvertent, or 

that ratepayers were harmed.  In Verizon's opinion, the only proper adjustment 

is to restate historical earnings, which Verizon has agreed to do. 

Verizon states that ORA's proposed rate reduction is predicated on the 

allegation of ratepayer harm.  Verizon contends there was no harm, since ORA 

admits that no rates were affected by the misallocations.56  Nor was there any 

possibility of harm, according to Verizon, since the Commission sets rates based 

on models of forward-looking costs that, by their very nature, do not reflect 

historical accounting costs like those at issue in ORA's audit report.   

Verizon disputes ORA's contention that it is necessary to reduce Verizon's 

rates in order to ensure Verizon’s compliance with the Commission's rules.  

Verizon asserts that there is no need for a financial penalty to ensure compliance, 

since the record demonstrates that Verizon takes compliance very seriously.  For 

example, ORA acknowledged that Verizon cooperated with ORA during the 

audit process.57  After the audit report was released, Verizon and ORA worked 

collaboratively to resolve the issues in the audit report.  Almost all issues were 

resolved as demonstrated in the Joint Exhibit.  Any unresolved issues were due 

to good-faith disagreements that are being litigated here.  All this was done 

without any threat of financial penalty.   

                                                           
56  1 Tr. 48:19-26. 
57  1 Tr. 9:13-19. 
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Verizon believes that the Commission’s treatment of ORA's audit results in 

the Roseville NRF proceeding is instructive.  There, the Commission adjusted 

Roseville's earnings in response to ORA's audit.  Shareable earnings, if any, were 

revised to reflect the audit adjustments, but no dollar-for-dollar rate reduction 

was imposed for the year in which sharing was not triggered, and no other 

ratemaking adjustments were proposed by ORA or adopted by the Commission 

to supplement the sharing mechanism.  Verizon contends that the same result 

should hold true here.  If adopted audit adjustments lead to sharing, then 

sharing should occur.  If not, then no sharing should occur.  This result would 

treat Verizon’s ratepayers the same as the Commission treated Roseville’s.  

2. Discussion   
ORA argues that the Commission should adopt its proposed rate 

reduction because of the harm suffered by Verizon's ratepayers.  ORA admits, 

however, that no rates were affected by the misallocated costs and revenues that 

comprise its proposed rate reduction.58  Rather, the harm alleged by ORA is the 

risk that rates could have been affected by the misallocated amounts.59  As a 

general principle, we agree with ORA that if ratepayers were placed at 

significant risk of paying higher rates because of the misallocated amounts, this 

would constitute the type of management misconduct contemplated by 

D.89-10-031 and D.91-07-056 that would warrant a rate reduction.60  Therefore, in 

deciding whether to adopt ORA's proposed rate reduction, a key issue is whether 

the misallocated amounts posed a significant risk of higher rates.   

                                                           
58  Sanchez, 1 Tr. 73:14-28 and 74:1-4.  
59  1 Tr. 48:23-49:8 and ORA Opening Brief at p. 27.  
60  D.89-10-031, 33 CPUC 2d 43, 186; D.91-07-056, 41 CPUC 2d 89, 152.  
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Under the NRF structure that was in place during the audit period of 

1996 – 1998, there were few opportunities for the misallocated amounts to affect 

rates.  One opportunity was the earnings sharing mechanism.  Under that 

mechanism, Verizon retained all of its earnings up to the ceiling ROR of 15.5%, 

and any earnings above the ceiling ROR were refunded to ratepayers.61  The 

following table shows the impact on Verizon's ROR from (1) the misallocated 

amounts identified in ORA's audit report , and (2) the directory earnings that 

were improperly withheld from Verizon as described earlier in this decision:   

 
 1996 1997 1998 

Verizon's ROR Reported to the Commission 1 11.17% 12.10% 12.72% 
Effect of the Misallocated Amounts on 
Verizon's ROR 1, 2 0.27% 0.15% 0.20% 

Effect of Directory Earnings on Verizon's ROR 3 0.89% 0.59% 1.34% 
Revised ROR 12.33% 12.84% 14.26% 
Sharing Threshold 15.50% 15.50% 15.50% 
ROR in Excess of Sharing Threshold 0.00% 0.00% 0.00% 

1  Source:  Revised Exhibit 212, W/P 5.   
2  Does not include ORA's audit adjustment for excessive directory earnings.  
3  Source:  Appendix B of this decision.  Includes ORA's audit adjustment for 

excessive directory earnings.   
 

The above table shows that the misallocated amounts, when combined 

with the directory earnings that were improperly withheld from Verizon 

(referred to collectively hereafter as "the misallocations"), would not have 

increased Verizon's ROR above the sharing threshold of 15.5% that was in effect 

during 1996 - 1998.  As a result, there was no risk that the misallocations could 

                                                           
61  D.93-09-038, 50 CPUC 2d 684, 689.    
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have affected rates through the earnings sharing mechanism.  Nor was there any 

risk that the misallocations could have affected sharing in 1999 and beyond, since 

the Commission suspended the sharing mechanism in D.98-10-026.62    

Another opportunity for the misallocations to have affected rates under 

NRF is if the misallocations were incorporated into studies of forward-looking 

costs used to set rates.  Because there is no evidence in this proceeding that the 

misallocations affected past or current rates, the misallocations could affect rates 

only on a prospective basis.  This could occur in either of two ways.  First, 

Verizon has submitted forward-looking cost studies pursuant to D.96-08-021,63 

which remain pending before the Commission.64  The Commission intends to use 

these cost studies to set prices for (2) Unbundled Network Elements (UNEs),65 

and (2) price floors for local exchange services that were transferred to 

Category II pursuant to D.96-03-020.66  There is no evidence in this proceeding 

that the misallocations are reflected in these cost studies.67  However, we cannot 

rule out the possibility, as the Commission has yet to review these studies in a 

formal proceeding.  We conclude, therefore, that it is remotely possible that the 

                                                           
62  D.98-10-026, Ordering Paragraph 1.b.   
63  D.98-02-106, 78 CPUC 2d 563, 629; D.96-08-021, 67 CPUC 2d 221, 269.   
64  D.00-03-025, 2000 Cal. PUC LEXIS 142, *22; D.99-12-018, 1999 Cal. PUC LEXIS 839, *16.   
65  D.96-08-021, 67 CPUC 2d 221, 269.  UNEs were previously referred to as Basic Network 

Functions. (D.98-12-079, 1998 Cal. PUC LEXIS 975, *11)      
66  D.96-03-020 (65 CPUC 2d 156, 191, 212), as modified by D.99-12-018 (1999 Cal. PUC LEXIS 

838, *15, *19) and D.00-03-025 (2000 Cal. PUC LEXIS 142, *21 - *22).    
67  In Applications (A.) 01-02-012 and A.01-12-040, which are currently pending before the 

Commission, Verizon seeks authority to (i) move inside wire maintenance, national directory 
assistance, and operator-assisted calls from Category II to Category III; and (ii) increase rates 
for these services.  There is no evidence in this proceeding that the misallocations have been 
used by Verizon to justify higher rates for these services.    
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misallocations are embedded in these cost studies and could have affected rates 

had the misallocations not come to light in this proceeding.68   

The second way the misallocations could have affected rates via studies of 

forward-looking costs is if Verizon included the misallocations in studies 

submitted some time in the future.69  It is pure speculation whether Verizon 

would have submitted any such studies.  Nevertheless, we cannot rule out the 

possibility.  We conclude, therefore, that there was a remote possibility that 

ratepayers could have been harmed by the inclusion of the misallocations in 

future cost studies had the misallocations not come to light in this proceeding.   

Another opportunity for the misallocations to have affected rates under 

NRF was through the floor mechanism.  This mechanism allowed Verizon to 

petition for reconsideration of the adopted inflation and productivity factors if its 

ROR fell below 7.75% for two years in a row.70  Given that Verizon's ROR never 

approached the floor ROR during the period of 1996 - 1998,71 we conclude that 

there was little risk of Verizon filing an application under the floor mechanism 

that included the misallocations.  

Although the Commission suspended the floor mechanism in 

D.98-10-026,72 Verizon may still file an application for a general rate increase if 

                                                           
68  ORA has had access to Verizon's cost studies for several years.  We infer from ORA's silence 

that it did not check the cost studies to determine if the misallocations were incorporated 
into the studies, or that it did check and found no problems.   

69  Verizon can submit cost studies in the future to adjust the price for a single service if, for 
example, it proposes to move a service between categories.   

70  D.93-09-039, 50 CPUC 2d 684, 689, 695, and 699.   
71  Appendix C of this decision shows that Verizon's RORs during 1996 – 1998 ranged from 

12.34% to 14.26%.   
72  D.98-10-026, mimeo., p. 92.   
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there is a dramatic fall in its ROR.73  Given the strong RORs that Verizon has 

experienced since the suspension of the floor mechanism,74 we conclude that 

there was little risk of Verizon filing an application for a general rate increase, 

either in the past or the foreseeable future, that included the misallocations.  

The final opportunity for the misallocations to have affected rates under 

NRF is if the Commission had known of the misallocations when it suspended 

the earnings sharing mechanism and the productivity factor in D.98-10-026.  

Based upon our review of D.98-10-026, it is clear that the Commission's decision 

to suspend sharing and the productivity factor relied, in part, on Verizon's 

reported earnings.  For example, FOF 9 states that Verizon's earnings for 1996 

and 1997 "do not show that the elimination of the [productivity factor] allowed 

Pacific and [Verizon] to accumulate financial resources to gain [an] unfair 

competitive advantage[.]"  FOF 26 states that there had been no sharing for 

Verizon since 1993.  We now know that Verizon’s RORs in 1996 and 1997 were 

actually 12.33% and 12.84%, respectively, rather than the reported 11.17% and 

12.10%, differences of 116 basis points and 74 basis points.  These differences, 

while significant and troubling, would not have generated sharable earnings for 

Verizon, which appears to have been the primary reason for the Commission’s 

consideration of Verizon's reported earnings in D.98-10-026.   

Nor does the remainder of D.98-10-026 support a conclusion that earnings 

for Verizon in the 12% range would have altered the Commission's decision to 

suspend sharing and the productivity factor.  FOF 6 summarizes the 

Commission's reasons for suspending the productivity factor, none of which 

                                                           
73  D.98-10-026, mimeo., pp. 49 – 50.  
74  Appendix C shows that Verizon's RORs during 1999 – 2001 ranged from 15.58% to 19.34%.   
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relate to the level of Verizon’s earnings.75  Likewise, FOF 32 summarizes many of 

the Commission's reasons for suspending sharing.76  None of these reasons relate 

to the level of Verizon’s reported earnings. 

On balance, we find, based on our reading of D.98-10-026, that the effect of 

the misallocations on Verizon's reported earnings was not sufficiently large to 

have changed the Commission's decision to suspend sharing and the 

productivity factor.  However, our finding does not excuse the misallocations or 

condone Verizon’s apparent violations of our rules.  Our ability to make sound 

decisions depends on utilities' providing accurate information.  It is particularly 

important to have accurate information in our triennial reviews of NRF about the 

impacts of the current NRF rules on the utilities and their customers, because 

those impacts may affect the rules we adopt for the future.  The inaccurate 

information that Verizon provided about its earnings has caused us to engage in 

an unnecessary – and frankly uncomfortable – analysis of whether D.98-10-026 

might have been different if Verizon had provided accurate earnings reports.  

Verizon’s conduct, whether inadvertent or otherwise, has harmed our regulatory 

process and, therefore, should be considered an aggravating factor in any 

                                                           
75  FOF 6 states:  "Events since 1995, such as the following, demonstrate that significant market 

changes continue to occur:  facilities-based competition in the local exchange market 
authorized in late 1995; resale competition in the local exchange market authorized in early 
1996; Telecommunications Act of 1996 signed into law (designed to open all 
telecommunications markets to competition, including local exchange services); over 150 
competitive local carriers (CLCs) authorized to operate in California as of May 1998; and 
over 100 Commission-authorized interconnection agreements approved between Pacific, 
[Verizon] and CLCs as of August 1998."  

76  FOF 32 states:  "Sharing must be suspended based on changes in the market, the importance 
of providing an undistorted basis for financial analysis, the need to provide correct economic 
incentives, the need to protect ratepayers from sharing in risky or bad operating and 
investment decisions, and the need to place the full risk of those decisions on shareholders."  
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subsequent proceeding in which we determine the amount of a penalty, if any, 

that Verizon should pay in connection with its apparent violations of our rules.   

ORA asserts that ratepayers were exposed to the risk of cross-subsidizing 

unregulated activities.  In order for cross subsidies to harm ratepayers directly, 

the subsidies must be reflected in rates.77  That did not occur here, and there was 

little risk of that occurring for the previously stated reasons.  Nevertheless, 

ORA's audit report establishes a strong case that Verizon did, in fact, subsidize 

unregulated activities.78  These subsidies might have harmed ratepayers 

indirectly to the extent the subsides reduced the resources that otherwise would 

have been used to support regulated utility services, although there is no 

evidence in the record that this happened.   

For the preceding reasons, we conclude that the misallocations caused no 

direct harm to ratepayers and never posed more than a small risk of harm to 

ratepayers.79  In the absence of direct harm or significant risk of harm, we 

conclude that it would be unreasonable to adopt ORA's proposal to reduce 

Verizon's rates by $104 million.80     

Our decision today regarding ORA's proposed rate reduction is consistent 

with D.01-06-077.  In that decision, the Commission reduced Roseville's rates to 

reflect the misallocated costs found by an ORA audit.  However, not all the 

                                                           
77  D.89-10-031, 33 CPUC 2d 41, 105, 113-144, 144, 151, 218, and 228; D.91-07-056, 41 CPUC 2d 89, 

113, and 114.    
78  Joint Exhibit, Issues 13, 16, 25, 33, 36, 44, and 85.    
79  ORA's proposed rate reduction of $104 million includes $62 million for excess directory 

earnings.  Because Verizon's initial rates under NRF include a ratemaking adjustment for 
excessive directory earnings, it appears that ORA's proposed rate reduction may, to some 
extent, be double counting excessive directory earnings.  

80  Today’s decision does not prejudge the Commission's forthcoming decision in Phase 2 
regarding ORA's proposal to reduce Pacific's rates by the amount of the audit adjustments 
identified in TD's audit report. 
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misallocated costs were reflected in rates.  Rather, only 50% of those misallocated 

costs above the NRF sharing threshold were refunded to ratepayers.81  In fact, 

none of the misallocated costs for one year were reflected in rates, since 

Roseville's earnings for that year did not exceed the sharing threshold.  As a 

result, only a fraction of the misallocated costs at issue in the Roseville 

proceeding were refunded to ratepayers.82  The Commission's treatment of 

ORA's audit adjustments was consistent with NRF as then constituted because it 

adjusted only that part of NRF that was affected by the audit – the sharable 

earnings.  Here, Verizon's earnings never exceed the sharing threshold, even 

when the misallocations are taken into account.  ORA’s proposed rate reduction, 

which would bypass the NRF sharing mechanism and reduce Verizon's rates by 

100% of the misallocated amounts, constitutes a significant departure from the 

Commission’s approach in the Roseville proceeding.   

ORA contends that relying on the sharing mechanism unfairly insulates 

Verizon from the financial impact of ORA's audit adjustments.  We disagree.  If 

Verizon had correctly accounted for its costs and revenues to begin with, the 

misallocations would have been reflected in the sharing mechanism, although no 

sharing would have occurred by doing so.  The fact that misallocations occurred 

does not mean that the NRF rules that were in existence when the misallocations 

occurred should be ignored once the misallocations are discovered.  The 

appropriate remedy under the applicable NRF rules is to incorporate the 

misallocations into the sharing mechanism and, if warranted, impose a monetary 

penalty pursuant to Pub. Util. Code § 2107.     
                                                           
81  Under Roseville's sharing mechanism, 50% of Roseville's earnings within a specified range 

were refunded to ratepayers.  Under Verizon's sharing mechanism, Verizon retained all 
earnings up to an ROR of 15.5% and refunded to ratepayers all earnings above 15.5%.   

82  D.01-06-077, mimeo., p. 57.  
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ORA claims that we must reduce Verizon's rates so that ratepayers are no 

worse off under NRF than under traditional ratemaking.  We agree that the 

misallocations should not be reflected in rates under any regulatory scheme.  For 

the previously stated reasons, ORA has not shown that the misallocations 

affected prior or existing rates, and today's decision ensures that future rates will 

not be affected.  As a result, ratepayers are no worse off with respect to the 

misallocations under NRF than under traditional ratemaking  

ORA believes that if we do not reduce Verizon's rates by $104 million, 

Verizon will have no incentive to fulfill its obligations under the Joint Exhibit 

adopted by today's decision.  We note that the Joint Exhibit, because it is part of 

today's decision, has the force and effect of law.  Therefore, Verizon will be 

subject to monetary penalties and other sanctions if it does not fulfill its 

obligations under the Joint Exhibit.  We believe that the threat of sanctions is 

adequate incentive for Verizon to comply with the Joint Exhibit.   

ORA and TURN argue that the Commission in D.91-07-056 explicitly 

reserved its right under NRF to fashion remedies.  They further argue that, 

because audits are required under NRF, it is permissible to reduce rates under 

NRF based on audit adjustments.  We agree that the Commission has discretion 

to order rate reductions.  But the fact that the Commission has discretion does 

not address whether ORA’s proposed rate reduction is an appropriate remedy.  

As the preceding discussion shows, we are not convinced that the facts presented 

in Phase 1 warrant a rate reduction under the applicable NRF rules.  We 

recognize, however, that we are confronted with an issue of first impression 

under NRF – whether accounting irregularities that artificially depress earnings 

should prompt rate reductions.  Heretofore, there has not been a NRF rule that 

required utilities to reduce rates if they provided inaccurate information about 

their earnings or other matters.  Below, we invite proposals in Phase 3 of this 
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proceeding for revisions to NRF that would provide additional incentives for 

utilities to provide accurate information to the Commission.  

TURN claims that rejection of ORA's proposed rate reduction would 

render audits meaningless.  ORA shares this view.  We believe that ORA and 

TURN take too narrow a view of the purpose and function of audits and the 

benefits they provide to ratepayers.  To the extent an audit identifies areas that 

should be corrected, it can have positive effects.  ORA's audit found significant 

problems that Verizon has agreed to correct.  Likewise, in reviewing audits, the 

Commission may impose a variety of non-ratemaking remedies, such as 

directing the utility to revise its practices, imposing monitoring requirements, 

and so on.  The Joint Exhibit adopted by today's decision does exactly that.  In 

addition, the information provided by audits may be used to support changes or 

reforms to NRF, or in monitoring the utility's results of operations.  We anticipate 

that the information provided by ORA's audit will prove useful in Phase 3 of this 

proceeding when we consider whether and how to revise NRF.  In sum, an audit 

does not have to result in a rate reduction in order to be considered meaningful.   

Finally, ORA argues that we must reduce Verizon's rates in order to hold 

Verizon accountable for its failure to comply with the Commission's rules.  The 

record of this proceeding establishes a strong case that Verizon did not account 

for affiliate transactions and directory earnings in accordance with the 

Commission's rules, causing Verizon to record more than $200 million in higher 

costs and lower revenues during the period of 1996 through 2001.83  Although 

there is no evidence in this proceeding that ratepayers were directly harmed by 

the accounting irregularities, we are deeply troubled by the magnitude of the 

                                                           
83  Appendix D of this decision provides a summary of the costs and revenues that were not 

accounted for in accordance with the Commission's rules.   
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accounting adjustments.  Our ability to make informed decisions affecting 

millions of Californians is jeopardized when Verizon fails to provide accurate 

information because of accounting irregularities.  The importance we place on 

accurate and reliable information is underscored by the fact that utilities are 

subject to severe fines and penalties if they submit false information.84   

To deter utilities from submitting inaccurate information in the future, we 

conclude that it is appropriate to open a separate phase of this proceeding to 

determine whether Verizon has violated any Commission rules and, if so, to 

assess whether Verizon should be penalized pursuant to our authority under 

Pub. Util. Code § 2107.85  The exact scope and schedule for the newly opened 

phase of the proceeding will be set forth in one or more rulings issued by the 

assigned Commissioner.   

We invite parties to present recommendations in Phase 3 for revising NRF 

in ways that, without resorting to our authority to impose penalties, would deter 

NRF utilities from submitting inaccurate information in the future.  We are 

particularly interested in proposals that would require rate adjustments, such as 

ORA has advocated here, when it has been determined that utilities have under-

reported their earnings.  More generally, we solicit recommendations regarding 

NRF revisions that would provide additional incentives for utilities to ensure 

that the information they supply to the Commission for monitoring and other 

purposes is accurate at the time it is filed.     

                                                           
84  D.98-10-026, mimeo., p. 45.   
85  Pub. Util. Code § 2107 provides the Commission with authority to impose monetary 

penalties for violations of laws, rules, and regulations of the State.    
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VI. Future Audits    
1. Position of the Parties     

ORA recommends that all future triennial reviews include an audit and 

that the Commission make ORA responsible for conducting these audits.    

TURN states that all previous NRF decisions recognize that audits are 

integral to NRF and critical to the Commission’s monitoring and enforcement 

activities.  TURN adds that audits provide an incentive for utilities to comply 

with the Commission's rules, and give the Commission vital feedback on NRF 

and its impact on ratepayers.    

Verizon states that ORA's audit demonstrates that audits can be expensive 

and resource-intensive.  Verizon suggests that the Commission conduct focused 

audits, in conjunction with the NRF monitoring program, to accomplish its 

regulatory goals in a cost-effective manner.  

2. Discussion   
Audits are an essential part of NRF.  They provide a means for the 

Commission to monitor utility financial performance, to determine if utilities are 

complying with Commission rules and statutory requirements, and to assess 

whether, and to what extent, the Commission's goals for NRF are being met.  

ORA's audit shows just how valuable audits can be.  Even though ORA's audit 

focused primarily on affiliate transactions and unregulated activities, which 

comprise just a small part of Verizon's revenues, expenses, assets, and liabilities, 

the audit found over $100 million in misallocated costs and revenues as well as 

instances where Verizon apparently failed to comply with the Commission's 

rules.   

Although NRF has been in effect for more than 12 years, there has yet to be 

a comprehensive audit of Verizon under NRF.  Given the many problems found 

by ORA's relatively narrow audit, it is clear in retrospect that comprehensive 
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audits should have been conducted routinely.  But even if no problems had been 

found, it is prudent for the Commission to maintain continuous and vigilant 

oversight of large utilities like Verizon that provide essential services to millions 

of Californians.     

For the preceding reasons, we will direct ORA to conduct a thorough audit 

of Verizon.  A primary purpose of the audit should be to determine if the 

information that Verizon reported in its NRF monitoring reports for the years 

1999 - 2002 was accurate and reflected Commission regulatory requirements.86  

Thus, an important, although not exclusive, goal of the audit will be to determine 

if the financial results that Verizon reported to the Commission for the audit 

years are accurate.  This inquiry will necessarily involve an examination of not 

just the books and accounts of Verizon itself, but also of any Verizon subsidiary 

as needed to assess whether affiliate transactions have been properly reflected.   

The audited monitoring reports should include, but not be limited to, any 

and all reports that have an impact on regulated earnings, as well as any and all 

reports relating to service quality.  The latter reports should include any reports 

regarding the quality of services provided in California that were provided to the 

Federal Communications Commission.   

We expect Verizon to cooperate fully with the audit and to comply with 

requests for information and the production of documents in a timely fashion.  

For example, Verizon shall provide ORA with access to any and all documents, 

whether or not they are monitoring reports filed with the Commission, that are 

necessary or useful to ORA in conducting its audit.  We place Verizon on notice 

                                                           
86  A list and description of the 65 monitoring reports that Verizon is required to submit under 

NRF is contained in Exhibit 103, Volume 4, Schedule 26-1.  These reports contain information 
pertaining to financial results of operations, plant utilization, service quality, and a variety of 
other matters.   
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that any failure to cooperate will be subject to monetary penalties and other 

sanctions.    

ORA should submit its audit report in the next triennial NRF review.  Prior 

to submitting its report, ORA should provide Verizon with an opportunity to 

review the report and to provide comments.  Verizon's comments should be 

attached to the report along with any ORA response to the comments.   

The Commission is required by Pub. Util. Code § 314.5 to audit Verizon at 

least every three years.  Because ORA's audit report on Verizon that is before us 

in this proceeding was issued on April 30, 2001, we concluded that ORA should 

immediately commence the next audit of Verizon in order to meet the statutory 

requirement of triennial audits.   

ORA may hire CPAs and other technical experts to conduct all or part of 

the audit.  The part of the audit performed by the CPAs should be conducted in 

accordance with Generally Accepted Auditing Standards.  Verizon shall 

reimburse ORA for the cost of the CPAs and technical experts.  Verizon may 

recover these costs in its annual advice letter requesting LE recovery for cost 

increases or decreases.87  The audit-related costs included in the advice letter 

should be no more than the amount billed to Verizon by the Commission or ORA 

since the last LE advice letter.     

ORA should augment the scope of its audit, as appropriate, in response to 

developments in Phases 2 and 3 of this proceeding.  We note that we are 

currently considering in Phase 2 certain issues arising from the audit of Pacific 

                                                           
87  Ordering Paragraph 1(g) of D.98-10-026 states as follows:  "Advice letters shall be filed every 

October 1 requesting LE cost recovery for cost increases or decreases resulting from (1) items 
mandated by the Commission and (2) changes in total intrastate cost recover resulting from 
changes between federal and state jurisdictions; alternatively, the advice letter shall state that 
there are no such adjustments."   
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Bell that was conducted by TD.  These issues include allegations that Pacific 

significantly inflated the costs that it reported during the years of 1997 through 

1999 for pensions, post-retirement benefits other than pensions (PBOPs), 

deprecation, and income taxes.  If we determine that any of these allegations 

have merit, ORA should augment the scope of its audit to determine if the same 

issues exist for Verizon during 1996 and subsequent years.   

VII. ORA's Proposed Memorandum Account   
1. Position of the Parties     

a. ORA      
ORA recommends that the Commission (1) require Verizon to establish a 

memorandum account to track its earnings above a "benchmark" ROR of 12%, 

and (2) make the tracked earnings subject to refund pending the conclusion of 

Phase 3 of this proceeding.  ORA states that its proposal is predicated on the high 

level of Verizon's earnings shown in the following table:   

Year 1996 1997 1998 1999 2000 2001 

Intrastate ROR 1 11.84% 12.36% 13.64% 18.67% 14.9%  17.11% 

Return on Equity 2 13.2% 14.9% 17.3% 28.3% 23.6% 30.9% 
1 Source:  Revised Exhibit 212, W/P 5.  Includes all ORA audit 

adjustments.  
2 Source:  Exhibit 100, Attachment B.  Includes all ORA audit 

adjustments. 
 

ORA asserts that Verizon's high earnings demonstrate that NRF favors 

shareholders at the expense of ratepayers.  ORA declares that making Verizon's 

high earnings subject to refund is a necessary first step in reforming NRF to 

properly balance ratepayer and shareholder interests.   

In addition to Verizon's high earnings, ORA is concerned about a 

significant drop in Verizon’s intrastate rate base, which decreased by 
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approximately $700 million, or 22%, over a four-year period ending in 

October 2001.  ORA believes that Verizon's high earnings and declining rate base 

demonstrate that Verizon has been exporting capital from California. 

ORA argues that the Commission should disregard the "corrected" RORs 

that Verizon submitted in this proceeding.  ORA states that the "corrections," 

which significantly reduce the RORs that Verizon previously reported to the 

Commission, have not been audited and inappropriately exclude all directory 

revenues beginning in January 2000.  

ORA offers two reasons why the appropriate "benchmark" ROR for 

tracking Verizon's excess earnings is 12%.  First, in D.93-09-038 the Commission 

adopted a settlement agreement which provides that any party to the settlement 

that seeks to reinstate sharing shall assume the market-based ROR is 10.5%.  

ORA argues that because D.89-10-031 set the benchmark ROR 150 basis points 

above the market-based ROR, the current benchmark ROR is necessarily 12%, or 

150 basis points above the market-based ROR of 10.5% adopted in D.93-09-038.  

Second, in an earnings advice letters that Verizon filed pursuant to D.98-10-026, 

Verizon reported a benchmark ROR of 12%.  ORA states that the Commission 

accepted Verizon's reported benchmark ROR in Resolution T-16572, issued on 

October 25, 2001.  

b. TURN      
TURN believes that the Commission’s general authority to implement rate 

reductions obviates the need for ORA's proposed memorandum account to track 

Verizon's earnings.  However, if the Commission finds that it cannot refund 

excess earnings without first having established a memorandum account, then 

TURN believes the Commission should implement ORA's proposed 

memorandum account in order to protect ratepayers.   
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TURN disputes Verizon's assertions that ORA’s proposed memorandum 

account is prohibited by D.01-06-042.  TURN opines that D.01-06-042 actually 

supports ORA's proposal, since the decision describes the relatively unfettered 

discretion the Commission has to establish such accounts.88   

TURN also disagrees with Verizon's contention that OIR 01-12-009 

precludes ORA's proposed memorandum account.  TURN states that while OIR 

01-12-009 addresses "balancing accounts" that serve to "protect utilities from 

unforeseen expenses of a significant nature over which the utility has no 

control,89” the OIR does not limit the application of memorandum accounts.   

c. Verizon      
Verizon opposes ORA’s proposal to establish a memorandum account to 

track Verizon's earnings and to make the tracked earnings subject to refund.  

Verizon states that its earnings have not been unreasonably high as ORA 

contends.  According to Verizon, the RORs it previously reported to the 

Commission contain two errors.  First, Verizon mistakenly accounted for pension 

costs using Generally Accepted Accounting Principles instead of the aggregate 

cost method as required by D.88-03-072.  Second, Verizon misallocated certain 

costs and revenues between state and federal jurisdictions.  Verizon states that its 

earnings, when corrected, were as follows: 

 

                                                           
88  D.01-06-042, mimeo., pp. 6 - 7.   
89  OIR 01-12-009, mimeo., Appendix. A, p. 15. 
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 1996 1997 1998 1999 2000 2001 

ROR as Reported 11.17 12.10 12.72 17.61  11.39  13.24 

Impact of Corrections (0.89) (0.52) (0.39) (3.04) N/A N/A 

Impact of Resolved 
Audit Issues 0.27 0.15 0.20 0.17 0.03 N/A 

Revised ROR 10.55 11.75 12.53 14.74 11.42 13.24 

Earnings Ceiling ROR 15.50 15.50 15.50 N/A N/A N/A 
Source:  Revised Exhibit 212, W/P 5.    
The reported RORs for 2000 and 2001 do not include Yellow Page revenues.  In 
Resolution T-16656, issued on June 27, 2002, the Commission ordered Verizon to file 
corrected financial monitoring reports that include Yellow Page revenues.   
 

Verizon claims that because the above table shows that its RORs, when corrected, 

never exceeded the suspended earnings ceiling of 15.5%, there is no merit to 

ORA's assertion that Verizon's earnings have been unreasonably high.   

Verizon contends that ORA's proposed memorandum account is fatally 

flawed because OIR 01-12-009 and D.01-06-042 limit such accounts to discrete 

categories of costs or revenues incurred for a specific purpose, not a company’s 

entire net income.90  Verizon states that ORA's proposed memorandum account 

does not target specific events or costs as required by the Commission.   

Verizon argues that ORA's proposal erroneously assumes that the 

benchmark ROR is 12%.  Verizon posits that its last benchmark ROR was 13%, as 

established in D.89-10-031.91  In D.93-09-038, the Commission eliminated 50-50 

sharing of earnings between the benchmark and ceiling RORs.  No benchmark 

ROR was set for Verizon because the parties agreed it was unnecessary.92  

                                                           
90  OIR 01-12-009, Fn. 7, and D.01-06-042, mimeo., p. 6.   
91  D.89-10-031. mimeo., p. 5. 
92  D.93-09-038, 50 CPUC 2d 684, 689, 690, and 699.   
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Although Resolution T-16572 recites a market-based ROR of 12%, Verizon opines 

that such a recital is not binding.  Verizon states that because there is currently 

no benchmark ROR, a new benchmark ROR would have to be litigated rather 

than arbitrarily set 150 basis points higher than the market-based ROR.   

Verizon argues that the Commission cannot make Verizon's earnings 

subject to refund because doing so would violate the prohibition against 

retroactive ratemaking embodied in Pub. Util. Code § 728, as interpreted by the 

California Supreme Court in Pacific Telephone & Telegraph v. Pub. Util. 

Commission.93  Verizon asserts that ORA's proposed memorandum account 

cannot overcome the prohibition against retroactive ratemaking because such 

accounts are intended to operate prospectively.94   

Verizon objects to ORA's allegation that Verizon's declining rate base 

shows that Verizon has been exporting capital.  Verizon states that the decline is 

attributable to (1) the higher depreciation rates employed by Verizon in response 

to D.98-10-026, which eliminated depreciation reviews, and (2) the aggressive 

depreciation rates approved by the Commission prior to D.98-10-026.  It is these 

higher depreciation rates, not disinvestment, that led to Verizon's lower rate 

base.  Verizon also testified that its investments have not tapered off, but 

exceeded $700 million in 2000, a level higher than previous years.   

Finally, Verizon notes that the Commission in D.93-09-038 adopted a 

settlement that eliminated sharing between the benchmark and ceiling RORs in 

exchange for a permanent rate reduction of $53 million.  Verizon states that if the 

Commission adopts ORA's proposal to make Verizon's earnings above the 

                                                           
93  62 Cal. 2d 634, 44 Cal. Rptr. 1, 1965 Cal. LEXIS 286 (1965). 
94  Southern California Edison Company v. Pub. Util. Commission, 2000 Cal. App. LEXIS 995.  
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benchmark ROR subject to refund, then the Commission must simultaneously 

place ratepayers at risk for repaying the $53 million rate reduction.    

2. Discussion   
Verizon's earnings are not subject to refund under current NRF rules.  

Thus, ORA's proposal to make Verizon's earnings subject to refund would, if 

adopted, revise NRF.  The primary basis for ORA's proposal is ORA's belief that 

Verizon's earnings are excessive.   

D.98-10-026 and the Commission's Order instituting this proceeding 

provide guidance for assessing ORA's proposal.  In D.98-10-026, the Commission 

indicated that it would monitor Verizon's earnings and respond, as appropriate, 

if Verizon's earnings reached unreasonably high levels.95  In the Order, the 

Commission stated that it would not revise NRF in Phase 1 unless the revisions 

are remedial actions that should be implemented expeditiously.96  Therefore, in 

considering ORA's proposal to revise NRF, a key issue is whether Verizon's 

earnings have reached levels that require immediate remedial action.   

The level of Verizon's earnings is a contested issue.  For the reasons stated 

previously in this decision, we conclude that Verizon's reported RORs should be 

adjusted to reflect (1) ORA's audit findings agreed to by the parties, and 

(2) directory earnings.  We decline to adopt at this time Verizon's "corrections" 

for jurisdictional allocations and pension costs.  We agree with ORA that the 

sheer size of the corrections – over 300 basis points in 1999 – indicates that the 

corrections should not be accepted at face value as Verizon asks, but need to be 

closely scrutinized.  This is especially true in the case of Verizon's "correction" for 

jurisdictional allocations, as the record in this proceeding shows that Verizon's 
                                                           
95  D.98-10-026, mimeo., pp. 25, 36, 37, 40, 43, 49, 50, 77, 85, 89, and 92.  
96  Order, Appendix A, p. A-2.   
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allocation of costs is prone to error.  Moreover, we are currently considering in 

Phase 2 of this proceeding the proper regulatory accounting for pension costs.  It 

is premature to accept Verizon's "corrected" pension costs until we reach a 

decision in Phase 2 regarding the proper regulatory accounting for these costs.   

The RORs adopted by today's decision are as follows:   

 1996 1997 1998 1999 2000 2001 

Verizon RORs Reported to 
Commission 1 11.17 12.10 12.72 17.61 13.96 16.10 

Adjustments to Verizon's RORs 1 1.16 0.74 1.54 1.73 1.62 1.77 

Adopted RORs for Verizon 12.33 12.84 14.26 19.34 15.58 17.87 

Earnings Ceiling 15.5 15.5 15.5 N/A N/A N/A 
1 Source:  Appendix C.  Years 2000 and 2001 include directory revenues pursuant to 

Resolution T-16656, issued on June 27, 2002.  
 

The above table shows that Verizon’s RORs exceeded the earnings ceiling of 

15.5% every year since the ceiling was suspended in D.98-10-026.  These earnings 

were extraordinarily high for a large utility providing essential services to 

millions of Californians, which raises the question of whether the rates that 

support such high earnings are just and reasonable.   

In suspending the earnings ceiling, the Commission did not provide carte 

blanche for any level of earnings.  Rather, the Commission declared that it would 

monitor Verizon's earnings and respond, as appropriate, if Verizon's earnings 

reached excessive levels.97  We are not able to determine based on the Phase 1 

record whether Verizon's high earnings are excessive.  We invite parties to 

address this matter in Phase 3.   

                                                           
97  D.98-10-026, mimeo., pp. 25, 36, 37, 40, 43, 49, 50, 77, 85, 89, and 92.  
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Based on the scope of this proceeding as set forth in the original Order 

instituting this proceeding and as modified by today’s decision, there are two 

potential revisions to NRF that will be considered in Phase 3 which warrant 

making rates subject to refund.  First, the Commission will consider whether to 

reinstate the sharing mechanism.   Second, today’s decision invites proposals that 

would require rate adjustments, such as ORA has advocated here, when it has 

been determined that  utilities have under-reported their earnings.  We conclude 

that it is necessary to take the precautionary step of making Verizon's earning 

subject to refund, effective immediately, in order to protect ratepayers from 

irreparable harm during the pendency of this proceeding in the event we adopt 

either type of revision in Phase 3 and find that a portion of Verizon’s earnings 

should be refunded.   

Verizon shall track its earnings in a memorandum account beginning with 

the effective date of this decision.  Any earnings that may ultimately be refunded 

to ratepayers shall accrue interest based the three-month commercial paper rate 

published in the Federal Reserve Statistical Release H.15.  Verizon should file an 

advice letter to implement the memorandum account no later than 30 days from 

the effective date of this decision.    

The lateness of this triennial review provides an additional impetus to 

hold Verizon's earnings subject to refund.  The last triennial review ended almost 

four years ago with the issuance of D.98-10-026 in October 1998.  The current 

triennial review will not end until sometime in 2003, or approximately five years 

after the previous triennial review.  If we decide at the end of the current 

triennial review that it is in the public interest to reinstate the sharing mechanism 

due to excessive earnings or implement other measures that could involve 

refunds, it would not be fair to ratepayers to have delayed their receipt of the 

benefits of sharing or other refunds because of the lateness of this proceeding.  
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Making Verizon's rates subject to refund avoids irreparable harm to ratepayers 

during the remainder of the proceeding.    

We decline to specify at this time the particular parameters for 

determining the amount of Verizon's earnings that might be refunded, such as a 

specific benchmark ROR.  If we determine in Phase 3 that a refund is warranted, 

we will address at that time the exact parameters for calculating any refund.  

Further, the record in this proceeding demonstrates that Verizon's financial 

monitoring reports contain significant errors and omissions.  Because Verizon's 

financial reports cannot be relied upon for ratemaking purposes, it will not be 

possible to reach a final decision regarding the precise amount of Verizon's 

earnings that should be refunded, if any, until a thorough audit of Verizon's 

financial reports for the relevant time periods has been completed and reviewed 

by the Commission.  This is unlikely to occur until a subsequent Commission 

proceeding.   

We disagree with Verizon's contention that the $53 million rate reduction 

adopted by D.93-09-038 should be subject to refund if its earnings are subject to 

refund.98  The remedy adopted by today's decision of holding Verizon's 

potentially excessive earnings subject to refund would be eviscerated if Verizon 

could negate any such refund with a rate increase of $53 million.  Moreover, 

D.93-09-038 did not perpetually link the $53 million rate reduction to sharing.  

Rather, all revisions to NRF adopted by the Commission in D.93-09-038 – a 

decision issued during the first triennial review of NRF - were subject to 

modification or rescission in subsequent NRF reviews.    

                                                           
98  D.93-09-038 adopted a settlement that, among other things, eliminated sharing between the 

benchmark and ceiling RORs in exchange for a $53 million rate reduction.   
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We are not persuaded by Verizon's argument that a memorandum account 

cannot be used to track its earnings for possible refund at a later time.  Sections 

701 and 792 of the Public Utilities Code provide the Commission with broad 

authority to prescribe the form and manner of accounting records that utilities 

must maintain.  These statutes state:   

§ 701:  The commission may supervise and regulate every 
public utility in the State and may do all things, whether 
specifically designated in this part or in addition thereto, 
which are necessary and convenient in the exercise of such 
power and jurisdiction. 

§ 792:  The commission may establish a system of accounts to 
be kept by the public utilities subject to its jurisdiction, or 
classify such public utilities and establish a system of accounts 
for each class, and may prescribe the manner in which such 
accounts shall be kept.  It may also prescribe the forms of 
accounts, records, and memoranda to be kept by such public 
utilities, including the accounts, records, and memoranda of 
the movement of traffic as well as the receipts and 
expenditures of moneys, and any other forms, records, and 
memoranda which in the judgment of the commission may be 
necessary to carry out any of the provisions of this part. 

The Commission's broad authority under §§ 701 and 792 includes the 

power to require Verizon to track its earnings prospectively in a memorandum 

account and to make those earnings subject to refund.  Moreover, the use of 

accounting mechanisms to adjust utility rates in response to particular levels of 

utility earnings is hardly novel.  For example, for many years the Commission 

used the Sales Adjustment Mechanism and the Energy Revenue Adjustment 

Mechanism to adjust rates so that utility profits did not vary in response to sales 

fluctuations.99  In D.97-09-041, the Commission authorized four energy utilities to 

                                                           
99  D.84-02-003, 14 CPUC 2d 341, 342, 348, and 351.  
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establish accounts to track for ratemaking purposes the earnings associated with 

demand side management programs.100  Similarly, in D.98-01-051 the 

Commission authorized three energy utilities to establish memorandum 

accounts to track for ratemaking purposes the revenue requirement (which 

includes earnings) associated with nonnuclear capital additions in 1996 and 

1997.101   

Our decision to make Verizon's earnings subject to refund henceforth does 

not implicate retroactive ratemaking as Verizon contends.  It is settled law that 

costs and revenues incurred by a utility after the effective date of a Commission 

decision may be tracked by a memorandum account, balancing account, or 

similar ratemaking mechanism and reflected in rates following that date.102    

VIII. Pub. Util. Code § 311(g) – Public Review and Comment 
Pub. Util. Code § 311(g)(1) generally requires that a draft decision be 

served on all parties and subject to at least 30 days of public review and 

comment prior to a vote of the Commission.  The draft decision of 

Administrative Law Judge (ALJ) Kenney was mailed to the parties on August __, 

2002.  Comments regarding the ALJ's draft decision were submitted on 

August __, 2002, by the following parties:  _____________.  These same parties 

submitted reply comments on August __, 2002.  The parties' comments have been 

reflected, as appropriate, in the final decision adopted by the Commission.   

Findings of Fact 
1. The purpose of ORA’s audit of Verizon was to:  (i) analyze NRF 

monitoring reports; (ii) analyze accounting procedures used to protect against 

                                                           
100 D.97-09-041, 74 CPUC 2d 670.    
101 D.98-01-051, 78 CPUC 2d 296.  
102 D.92-08-046, 45 CPUC 2d, 377, 378 – 379; D.92-03-094, 43 CPUC 2d 596, 600.  
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cross subsidization and anticompetitive behavior; (iii) determine if Verizon and 

its affiliates are following the Commission’s rules for affiliate transactions; 

(iv) determine if Verizon is properly allocating costs to non-regulated activities; 

and (v) determine if non-structural safeguards adequately protect ratepayer and 

competitor interests with respect to non-regulated activities.   

2. ORA spent relatively little effort on auditing Verizon's regulated activities, 

which constitute the bulk of Verizon's revenues, expenses, assets, and liabilities.     

3. The scope of ORA's audit was limited to the years 1996, 1997, and 1998.  

Some issues identified in ORA's audit report affect subsequent years.  

4. ORA, TURN, and Verizon submitted a Joint Exhibit that (i) identifies and 

describes all issues in ORA's audit report, and (ii) states whether each issue has 

been resolved or remains in dispute.   

5. The Joint Exhibit identifies a total of 144 issues in the audit report.  With 

the exception of two areas of dispute, the Joint Exhibit resolves all 144 issues.    

6. The Joint Exhibit resolves audit issues without a determination of the 

factual disputes underlying those issues. 

7. The Joint Exhibit requires Verizon to (i) implement new procedures to 

ensure proper regulatory accounting for affiliate transactions and cost 

allocations, and (ii) submit restated financial monitoring reports that reflect 

many of the audit report's findings.   

8. Verizon opposes the recommendations in the audit report to (i) require 

Verizon to submit monitoring reports regarding the extent of local competition 

and Verizon's market share; (ii) convene workshops to develop these monitoring 

reports; and (iii) require Verizon to submit the service quality monitoring reports 

specified in D.00-03-021 after the requirement to submit these reports terminates 

in 2004.  In the Joint Exhibit, the parties agreed to defer issues (i) and (ii) to 

Phase 3 of this proceeding, and to defer issue (iii) to Phase 2.   
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9. Some issues resolved in the Joint Exhibit require further action from one 

or more of the Joint Parties.  These actions are specified on an issue-by-issue basis 

in the Joint Exhibit.   

10. The Joint Exhibit was not sponsored by all of the parties to this 

proceeding.  

11. There was no opposition to the Joint Exhibit or the resolution of issues 

reached in the Joint Exhibit.    

12. The Joint Parties reasonably represent all those who have an interest in 

ORA's audit findings, conclusions, and recommendations.   

13. The Commission's rules for affiliate transactions require Verizon to:  

(i) price all assets, goods, or services sold or transferred to an affiliate at the 

higher of Verizon's FDC or FMV; (ii) price all assets, goods, or services purchased 

from an affiliate at the lower of the affiliate's FDC or FMV; (iii) prepare market 

studies to determine the FMV of transactions between Verizon and an affiliate if 

the transactions (a) exceed $100,000 per year, or (b) involve assets, goods, or 

services valued at more than $100,000; and (iv) determine FDC as described in 

the FCC's Part 64, with the component for return on investment equal to 

Verizon's Commission-authorized ROR.  

14. Joint Exhibit Issue Nos. 13, 16, 18, 25, 33, 36, 44, and 85 pertain to 

allegations in ORA's audit report that certain transactions between Verizon and 

its affiliates did not comply with the Commission's rules identified in the 

previous FOF, resulting in Verizon accruing $13.1 million in higher costs and 

lower revenues during the period of 1996 through 2001.   

15. Verizon's Directory Affiliate publishes White and Yellow Page telephone 

directories in conjunction with Verizon.  

16. In Verizon's last GRC prior to NRF, the Commission reduced Verizon's 

revenue requirement by $9 million to ensure that the Directory Affiliate did not 
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earn excessive profits at the expense of ratepayers.  This $9 million ratemaking 

adjustment was included in Verizon's initial rates under NRF.   

17. As set forth in Appendix B of this decision, the Directory Affiliate had the 

following earnings attributable to Verizon's intrastate operations:  

1996: $27.0 million;  1997: $19.0 million;  1998: $39.2 million;  1999: $42.7 million;  

2000: $42.7 million; and 2001: $42.7 million.    

18. The RORs and sharable earnings that Verizon reported to the Commission 

did not include the Directory Affiliate's earnings identified in the previous FOF.    

19. The Commission’s long-standing policy is to impute directory earnings 

for ratemaking purposes.   

20. The Commission affirmed its policy of imputing directory earnings for 

ratemaking purposes under NRF in D.01-06-077, Resolution T-16656, and 

Resolution T-16254.  

21. The financial monitoring reports that Verizon previously submitted to the 

Commission did not comply with the Commission's policy of imputing directory 

earnings for ratemaking purposes.   

22. In Resolution T-15950, the Commission approved the CAM that Verizon 

was required to file by D.91-07-056.   

23. Verizon's parent company stated in a recent quarterly report to 

shareholders that its strategy of bundling print and online services has resulted 

in more revenues for Internet directory services.   

24. ORA presented unrebutted testimony that the Directory Affiliate's website 

indicates that the electronic publishing offerings on the site are from Verizon, not 

the Directory Affiliate.  

25. ORA did not suggest a procedural vehicle for investigating whether 

revenues from electronic directories should be imputed for ratemaking purposes.   
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26. ORA's recommended rate reduction of $104 million over a three-year 

period is equal to the intrastate portion of the misallocated costs and revenues 

discovered by ORA during its audit.  In Phase 2, ORA proposes a similar rate 

reduction for Pacific Bell.  

27. There is no evidence in this proceeding that past or current rates were 

affected by (i) the misallocated amounts found by ORA's audit, or (ii) the 

Directory Affiliate's earnings that were improperly withheld from Verizon.   

28. There is no evidence in this proceeding that the misallocations were 

incorporated into (i) studies of forward-looking costs that were previously used 

by the Commission to set rates, (ii) studies of forward-looking costs that are 

currently pending before the Commission, or (iii) A.01-02-012 and A.01-12-040 

wherein Verizon seeks authority to increase rates for inside wire maintenance, 

national directory assistance, and operator-assisted calls.    

29. Under the earnings sharing mechanism that was in effect during 1996 – 

1998, Verizon retained all of its earnings up to the ceiling ROR of 15.5% and 

refunded to ratepayers any earnings above the ceiling ROR.   

30. In D.98-10-026 the Commission suspended Verizon's earnings sharing 

mechanism for the following reasons:  (i) to remove the distortion to operating 

and investment decisions caused by sharing mechanism; (ii) to treat Verizon the 

same as its competitors; (iii) to place Verizon at risk for all operating and 

investment decisions; and (iv) the earnings sharing mechanism provides little 

benefit to ratepayers, since none of Verizon's earnings had been refunded to 

ratepayers since 1993.   

31. Under the NRF floor mechanism in effect during 1996 – 1998, Verizon 

could petition for reconsideration of the adopted inflation or productivity factors 

if its ROR fell below 7.75% for two years in a row.   
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32. After the Commission suspended the floor mechanism in D.98-10-026, 

Verizon could still file an application for a general rate increase if its ROR fell 

precipitously.   

33. In D.98-10-026, the Commission suspended the productivity factor based 

on its determination that (i) the factor was inappropriate in an environment of 

increasing competition, and (ii) Verizon's earnings during 1996 and 1997 indicate 

that the previous suspension of the productivity factor did not result in Verizon's 

accumulation of financial resources to gain an unfair competitive advantage.     

34. The Commission's decision in D.98-10-026 to suspend the earnings 

sharing mechanism and the productivity factor relied, in part, on Verizon's 

reported earnings.   

Conclusions of Law 
1. The Joint Exhibit inappropriately defers to Phase 2 of this proceeding the 

issue of whether Verizon should be required to submit the service quality 

monitoring reports specified in D.00-03-021 after the requirement terminates in 

2004.  This matter should be addressed in Phase 3 where the Commission will 

consider revisions to the NRF monitoring program.   

2. The Joint Exhibit should be adopted on the condition that doing so does 

not foreclose the Commission's consideration in another phase of this proceeding 

whether the Commission’s rules have been violated and whether a financial 

penalty is warranted.     

3. The Joint Exhibit, with the modification and condition described in the 

two previous COLs, is reasonable in light of the whole record, consistent with 

law, and in the public interest.   

4. The complete Joint Exhibit contained in Exhibit 107 should be adopted 

with the modification and condition described in the previous COLs.    
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5. The Joint Parties should undertake and complete the actions required by 

the Joint Exhibit in the manner and time frames set forth in the Joint Exhibit.   

6. Verizon should provide a complete copy of the Joint Exhibit to any person 

or entity that requests a copy.   

7. The Joint Exhibit that is adopted by today's decision is part of a 

Commission decision.  Therefore, if Verizon does not fulfill its obligations under 

the Joint Exhibit, it will be subject to monetary penalties and/or other sanctions.   

8. Telephone directories are an integral part of telephone service.   

9. Pub. Util. Code § 728.2(a) requires the Commission to consider directory 

earnings when setting rates for telephone service.    

10. D.89-10-031 required directory revenues and expenses to be included in 

the NRF earnings sharing mechanism.   

11. NRF incorporated the Commission's long-standing practice of imputing 

directory earnings for ratemaking purposes.   

12. In D.91-07-056, the Commission held that the determination of Verizon's 

sharable earnings should not include a separate ratemaking adjustment for 

excessive directory earnings.     

13. Long-standing Commission policy, D.91-07-056, and D.89-10-031 together 

require that all directory earnings be included in the determination of Verizon's 

ROR and sharable earnings without a separate ratemaking adjustment for 

excessive directory earnings.  Thus, during the audit period of 1996 – 1998, 

ratepayers were to share in the directory earnings to the extent these earnings, 

when combined with Verizon's earnings from its regulated telephone operations, 

exceeded the ceiling ROR of 15.5%.   

14. The Directory Affiliate’s earnings shown in Appendix B of this decision 

should be used in the determination of (i) Verizon’s ROR, and (ii) Verizon’s 

sharable earnings during the audit period of 1996 – 1998.   
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15. Verizon should file revised financial monitoring reports for every year 

beginning with 1996 that reflect all earnings from the publication of White and 

Yellow Page directories that are associated with California intrastate operations.  

Verizon should continue to file such reports until further notice.   

16. The FCC’s rules provide that states may impute directory earnings for 

state ratemaking purposes. 

17. With limited exceptions, the Commission does not apply its rules 

governing affiliate transactions to directory affiliates.   

18. Verizon should not be required at this time to conduct studies for the 

purpose of determining if the services provided by the Directory Affiliate are 

priced at the lower of cost or market.   

19. There is nothing in Resolution T-15950 or the CAM that indicates the 

Commission intended to overturn its decision in D.91-07-056 to end ratemaking 

adjustments for excessive directory earnings.   

20. It is not reasonable to conclude that D.91-07-056 terminated ratemaking 

adjustments for excessive directory earnings and simultaneously ordered 

Verizon to file a CAM that required the same ratemaking adjustments.   

21. The Directory Affiliate's electronic directories benefit from their affiliation 

with traditional printed directories.  Ratepayers, not just shareholders, should 

benefit from this affiliation.   

22. Any success enjoyed by electronic directories that is attributable to their 

affiliation with traditional printed directories might erode revenues from the 

traditional directories and thereby diminish the financial support that traditional 

directories provide to basic telephone service.  If this were to occur, ratepayers 

would be harmed by the affiliation and should be compensated for the harm.    

23. Verizon has not demonstrated any flaws in the Commission's rules 

governing affiliate transactions that need to be remedied at this time.   
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24. As a matter of general policy, the Commission does not revise its rules for 

affiliate transactions through piecemeal changes that affect only one utility as 

Verizon proposes to do here.  Rather, it is the Commission’s general policy to 

apply a uniform set of rules to all utilities in order to promote administrative 

efficiency and to treat all utilities equally and fairly.   

25. Verizon's proposed revisions to the Commission's rules governing 

transactions between Verizon and its affiliates should not be adopted at this time 

for the reasons set forth in the two previous COLs.    

26. Except for transactions with its Directory Affiliate, Verizon should 

continue to be required to conduct market studies for all affiliate transactions 

valued at more than $100,000.   

27. If ratepayers are placed at significant risk of paying higher rates because 

costs or revenues are misallocated between a utility and its affiliates, this would 

constitute the type of management misconduct described in D.89-10-031 and 

D.91-07-056 that would warrant a rate reduction under NRF.   

28. Based on the record developed in Phase 1 of this proceeding, there was no 

risk that the misallocations, when corrected, could have affected rates through 

the NRF earnings sharing mechanism.     

29. Because the Commission has not yet reviewed the forward-looking cost 

studies that Verizon submitted pursuant to D.96-08-021, it is remotely possible 

that the misallocations are reflected in these studies and could have affected rates 

had the misallocations not come to light in this proceeding.   

30. It is remotely possible that Verizon might have submitted studies of 

forward-looking costs sometime in the future that included the misallocations 

had the misallocations not come to light in this proceeding.    
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31. There was little risk of Verizon filing an application for a rate increase 

under the floor mechanism during 1996 – 1998 that included the misallocations, 

because Verizon's earnings never approached the floor ROR during that period.   

32. Given Verizon's strong earnings since D.98-10-026, there was little risk 

that Verizon might have filed an application for a general rate increase, either in 

the past or the foreseeable future, that included the misallocations.   

33. If the Commission had known of the misallocations when it issued 

D.98-10-026, it is unlikely this knowledge would have altered the Commission’s 

decision in D.98-10-026 to suspend the sharing mechanism and productivity 

factor because:  (i) the misallocations, when corrected, did not increase Verizon's 

earnings above the sharing threshold, and (ii) the misallocations are unrelated to 

the Commission’s other reasons for suspending the sharing mechanism and 

productivity factor.   

34. In order for cross-subsidization to harm ratepayers directly, the subsidies 

must be reflected in rates.   

35. For the reasons set forth in the body of this decision, there was little risk of 

the misallocations being included in rates and thereby resulting in ratepayers 

cross-subsidizing unregulated activities.    

36. The misallocations caused no direct harm to ratepayers and never posed 

more than a small risk of harm to ratepayers.   

37. In the absence of direct harm or significant risk of harm to ratepayers, it is 

unreasonable to adopt ORA's proposal to reduce Verizon's rates by $104 million.   

38. Today’s decision regarding ORA’s proposed rate reduction for Verizon in 

no way prejudges how the Commission will rule in Phase 2 of this proceeding 

regarding ORA’s proposed rate reduction for Pacific Bell.   

39. The record of this proceeding establishes a strong case that Verizon did 

not account for affiliate transactions and directory earnings in accordance with 
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the Commission's rules, causing Verizon to accrue more than $200 million in 

higher costs and lower revenues during the period of 1996 through 2001 as set 

forth in Appendix D of this decision.   

40. It is appropriate to open a separate phase of this proceeding to determine 

whether Verizon has violated any Commission rules and, if so, to assess whether 

Verizon should be penalized pursuant to Pub. Util. Code § 2107  

41. It is imperative that Verizon provide the Commission with accurate 

information so that the Commission can make informed decisions affecting 

millions of Californians.   

42. Parties should be allowed to present proposals in Phase 3 for revising 

NRF in ways that would deter utilities from submitting inaccurate information.   

43. ORA should conduct a thorough audit of Verizon.  The scope of the audit 

should include an examination of (i) all NRF monitoring reports that Verizon 

submitted to the Commission for the years 1999 through 2002 for the purpose of 

determining if Verizon reported information accurately and in accordance with 

Commission regulatory requirements, and (ii) the electronic publishing activities 

of affiliates for the purpose of identifying and, to the extent possible, quantifying 

(a) the benefits that traditional directories provide to electronic publishing, and 

(b) any actual or potential loss of revenues incurred by traditional directories due 

to their affiliation with electronic publishing.     

44. The auditors shall be afforded access to any and all documents, whether 

or not they are monitoring reports filed with the Commission, that are necessary 

or useful to the auditors in carrying out their audit.    

45. An important, although not exclusive, goal of the audit will be to 

determine if the financial results that Verizon reported to the Commission for the 

audit years are accurate.  This inquiry will necessarily involve an examination of 

not just the books and accounts of Verizon itself, but also of any Verizon 
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subsidiary as needed to assess whether affiliate transactions have been properly 

reflected.   

46. The audited monitoring reports should include, but not be limited to, any 

and all reports that have an impact on regulated earnings, as well as any and all 

reports relating to service quality.  The latter reports should include any reports 

regarding the quality of services provided in California that were provided to the 

Federal Communications Commission.   

47. ORA should be authorized to hire CPAs and other technical experts to 

conduct any part of the audit identified in the previous COL.  The part of the 

audit performed by outside CPAs should be conducted in accordance with 

Generally Accepted Auditing Standards.   

48. Verizon should reimburse ORA for the costs that ORA incurs to hire 

CPAs and other technical experts.  Verizon should be allowed to recover in its 

annual LE advice letter the amount billed to Verizon by the Commission or ORA 

since the last LE advice letter.     

49. Verizon should cooperate fully with the audit that ORA is directed to 

undertake pursuant to this decision, including responding to requests for 

information and the production of documents in a timely fashion.  Failure to 

cooperate should subject Verizon to monetary penalties and/or other sanctions.    

50. The Commission is required by Pub. Util. Code § 314.5 to audit Verizon at 

least every three years.  ORA should immediately commence the next audit of 

Verizon in order to meet this statutory requirement.   

51. ORA should submit its audit report in the next triennial NRF review.  

Prior to submitting its report, ORA should allow Verizon to review the audit 

report and to provide comments.  ORA should attach Verizon's comments to the 

audit report along with any ORA response to the comments.   
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52. ORA should augment the scope of its audit, as appropriate, in response to 

developments in Phases 2 and 3 of this proceeding. 

53. The Commission will consider in Phase 2 allegations that Pacific Bell 

reported inflated costs during 1997, 1998, and 1999 for pensions, PBOPs, 

deprecation, and income taxes.  If the Commission determines that any of these 

allegations have merit, ORA should augment the scope of its audit to determine 

if the same issues existed for Verizon during 1996 and subsequent years.   

54. For the reasons set forth in the body of this decision, the earnings that 

Verizon previously reported to the Commission should not be revised at this 

time to reflect Verizon's proposed corrections for (i) pension costs, and 

(ii) misallocations between federal and state jurisdictions.   

55. The earnings that Verizon previously reported to the Commission should 

be revised to reflect (i) ORA's audit adjustments agreed to by the parties, and 

(ii) directory earnings attributable to California intrastate operations.   

56. Verizon's reported RORs, as revised by this decision, were as follows:  

1996: 12.33%;  1997: 12.84%;  1998: 14.26%;  1999: 19.34%;  2000: 15.58%; and 

2001: 17.87%.   

57. Verizon's ROR for 1999, 2000, and 2001 were extraordinarily high for a 

large public utility serving millions of Californians.  This raises the question of 

whether the rates that support such high earnings are just and reasonable.   

58. Pursuant to D.98-10-026, the Commission may take remedial action if 

Verizon's and/or Pacific's earnings reach unreasonably high levels.   

59. There is an inadequate record in Phase 1 of this proceeding to determine if 

Verizon's high earnings are excessive or can be justified.   

60. The scope of Phase 3 should be revised in include the following issues:  

(i) whether Verizon's earnings are excessive, (ii) whether any of Verizon's 
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earnings should be refunded to ratepayers, and (iii) the parameters for 

determining the amount of any refund.   

61. There are two potential revisions to NRF that will be considered in 

Phase 3 which warrant making rates subject to refund:  (1) the Commission will 

consider whether to reinstate the sharing mechanism; and (2) today’s decision 

invites proposals that would require rate adjustments, such as ORA has 

advocated here, when it has been determined that  utilities have under-reported 

their earnings.   

62. It is prudent to take the precautionary step of making Verizon's earnings 

subject to refund, effective immediately, in order to protect ratepayers from 

irreparable harm in the event the Commission determines in Phase 3 that a 

portion of Verizon's earnings should be refunded to ratepayers.     

63. The current triennial review will not end until sometime in 2003, or 

approximately five years after the conclusion of the previous triennial review in 

October 1998.  It is possible that the commission will decide at the end of the 

current NRF review that it is in the public interest to reinstate the sharing 

mechanism due to excessive earnings or implement other measures that involve 

refunds.  If this occurs, it would not be fair to ratepayers to have delayed their 

receipt of the benefits of sharing or other refunds because of the lateness of this 

proceeding.  Making Verizon's rates subject to refund avoids irreparable harm to 

ratepayers during the remainder of the proceeding.   

64. Verizon should establish a memorandum account to track its earnings 

accrued after the effective date of this decision.  The company should file an 

advice letter to implement its memorandum account no later than 30 days from 

the effective date of this decision.     
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65. Any earnings that may ultimately be refunded by to ratepayers should 

accrue interest based on the three-month commercial paper rate published in the 

Federal Reserve Statistical Release H.15.   

66. Pub. Util. Code §§ 701 and 792 provide the Commission with broad 

authority to prescribe the form and manner of accounts, records, and 

memoranda that utilities are to maintain.  This authority includes the power to 

require Verizon to track its earnings prospectively in a memorandum account 

and to make those earnings subject to refund.   

67. A final determination regarding the actual amount of any refund of 

Verizon's earnings that is ordered by the Commission in Phase 3 should not be 

made until a thorough audit of Verizon's financial monitoring reports for the 

relevant time periods has been completed and reviewed by the Commission.  

This is unlikely to occur until a subsequent Commission proceeding.   

68. The $53 million rate reduction for Verizon adopted by D.93-09-038 should 

not be subject to refund.  The remedy adopted by today's decision of holding 

Verizon's potentially excessive earnings subject to refund would be undermined 

if Verizon could offset any such refund with a rate increase of $53 million.   

69. D.93-09-038 did not perpetually link the $53 million rate reduction 

adopted by the decision to sharing.  Rather, all revisions to NRF adopted by 

D.93-09-038, which was issued during the first triennial review of NRF, were 

subject to modification or rescission in subsequent NRF reviews.    

70. It is settled law that costs and revenues accrued by a utility after the 

effective date of a Commission decision may be tracked by a memorandum 

account, balancing account, or similar ratemaking mechanism and reflected in 

rates following that date.    

71. The following order should be effective immediately so that its provisions 

may be implemented expeditiously. 
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INTERIM ORDER 
 

IT IS ORDERED that: 

1. The Joint Exhibit resolving most audit issues that is contained in 

Exhibit 107 is adopted with one modification and one condition identified in 

Ordering Paragraphs 2 and 3.   

2. The adopted Joint Exhibit is modified so that Phase 3 is designated as the 

venue for considering the Office of Ratepayer Advocates' (ORA's) proposal to 

require Verizon California Incorporated (Verizon) to submit the service quality 

monitoring reports specified in Decision 00-03-021 after the requirement 

terminates in 2004.    

3. The Joint Exhibit is adopted on the condition that doing so does not 

preclude the Commission's consideration in another phase of this proceeding 

whether the Commission’s rules have been violated and whether a financial 

penalty is warranted.     

4. The parties to the Joint Exhibit shall undertake those actions specified in 

the Joint Exhibit in the manner and time frames set forth in the Joint Exhibit.   

5. Verizon shall provide a complete copy of the adopted Joint Exhibit to any 

person or entity that requests a copy.   

6. All earnings from the publication of White and Yellow Page directories 

that are attributable to Verizon's intrastate operations in California shall be 

imputed for the purpose of determining Verizon's (i) intrastate rates of return, 

and (ii) sharable earnings during the period of 1996 through 1998.  

7. Verizon shall file revised financial monitoring reports for every year 

beginning with 1996 that reflect all directory earnings attributable to California 

intrastate operations.  Verizon shall continue to file financial monitoring reports 

that all reflect directory earnings until further notice from the Commission.    
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8. Except for transactions with its Directory Affiliate, Verizon shall conduct 

market studies for all affiliate transactions valued at more than $100,000.   

9. The Assigned Commissioner shall prepare a ruling establishing a separate 

phase of this proceeding to determine whether Verizon has violated any rules of 

the Commission and whether penalties are warranted under Section 2107 of the 

Public Utilities Code. 

10. ORA shall commence immediately an audit of Verizon covering the years 

1999 through 2002.  The purpose of the audit, discussed more fully in the text of 

this decision, is to (i) determine if Verizon reported information accurately and in 

accordance with Commission policies, and (ii) investigate the electronic 

publishing activities of Verizon's Directory Affiliate.  ORA may augment the 

scope of the audit, as appropriate, in response to developments in Phases 2 and 3 

of this proceeding.   

11. In Phase 2 the Commission is currently considering allegations that Pacific 

Bell Telephone Company (Pacific) inflated the costs that it reported during the 

years of 1997 through 1999 for pensions, post-retirement benefits other than 

pensions, deprecation, and income taxes.  If the Commission determines that any 

of these allegations have merit, ORA shall augment the scope of its audit to 

determine if the same issues exist for Verizon during 1996 and subsequent years.   

12. ORA shall submit its audit report in the next triennial review of the New 

Regulatory Framework (NRF) for Verizon.  Prior to submitting its report, ORA 

shall provide Verizon with an opportunity to review the report and to provide 

comments.  Verizon's comments shall be attached to the report along with any 

ORA response to the comments.   

13. ORA may hire Certified Public Accountants (CPAs) and other technical 

experts to conduct all or part of the audit required by this Order.  The part of the 
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audit performed by outside CPAs shall be conducted in accordance with 

Generally Accepted Auditing Standards.   

14. Verizon shall reimburse ORA for the costs that ORA incurs to hire CPAs 

and other technical experts.  Verizon may recover these costs in its annual advice 

letter requesting limited exogenous (LE) recovery for cost increases or decreases.  

The audit-related costs included in the advice letter shall not exceed the amount 

billed by the Commission or ORA since Verizon's previous LE advice letter.  

15. Verizon shall cooperate fully with ORA's audit.   

16. Parties may present recommendations in Phase 3 for revising NRF in 

ways that would deter utilities from submitting inaccurate information. 

17. Verizon's earnings beginning with the effective date of this Order shall be 

subject to refund.   

18. Verizon shall establish a memorandum account to track its earnings 

beginning with the effective date of this Order.  Any earnings that may 

ultimately be refunded by to ratepayers shall accrue interest based the 

three-month commercial paper rate published in the Federal Reserve Statistical 

Release H.15.  The company shall file an advice letter to implement its 

memorandum account no later than 30 days from the effective date of this Order.    
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19. The scope of Phase 3 is revised to include the following issues:  (i) whether 

Verizon's earnings are excessive, (ii) whether any of Verizon's earnings accrued 

after the effective date of this Order should be refunded to ratepayers, and 

(iii) the parameters for determining the amount of any refund.  A final decision 

regarding the amount of earnings that should be refunded, if any, will not be 

made until thorough audits of the relevant financial monitoring reports have 

been completed and reviewed by the Commission.   

This order is effective today. 

Dated  , at San Francisco, California. 
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Appendix A 

Salient Portions of the  
Adopted Joint Exhibit  
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Appendix B 

Amount and Effect of the Directory Affiliate’s 
Earnings Imputed to Verizon  

 

 1996 
($000) 

1997 
($000) 

1998 
($000) 

1999 
($000) 

2000 
($000) 

2001 
($000) 

Directory Earnings  $105,512 1 $78,240 1 $147,072 1 $176,639 2 $176,639 2 $176,639 2 

Percent Attributable to 
Verizon (including Contel)  26.0% 1 24.7% 1 27.1% 1 24.57% 2 24.57% 2 24.57% 2 

Directory Earnings 
Attributable to Verizon $27,433 $19,325 $39,857 $43,400 $43,400 $43,400 

Revenue Conversion Factor 1.66 1 1.66 1 1.66 1 1.66 2 1.66 2 1.66 2 
Revenues Attributable to 
Verizon $45,539 $32,080 $66,163 $72,044 $72,044 $72,044 

Income Taxes at 40.75% 3 $18,557 $13,073 $26,961 $29,358 $29,358 $29,358 

Net Directory Earnings 
Improperly Withheld from 
Verizon 

$26,982 $19,007 $39,202 $42,686 $42,686 $42,686 

Impact of Withheld Earnings 
on Verizon's ROR 4 0.89 0.59 1.34 1.56 1.59 1.77 

1 Exhibit 103, p. 18-4.   
2 Verizon work paper submitted by e-mail on June 27, 2002.  
3 Derived from revised Exhibit 212, W/P 1.  
4 Extrapolated from revised Exhibit 212.  For example, W/P 1 of revised Exhibit 212 shows that ORA's 

proposed audit adjustment for directory earnings in excess of 11.5% had an intrastate net-income impact of 
$12,085 in 1996 and an ROR impact of 0.398%.  Using this information, it can be determined that the 
withheld directory earnings would increase Verizon's ROR by 0.89 in 1996 (($26,982/$12,085) * 0.398).   
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Appendix C  

Adopted Intrastate Rates of Return  

 

 1996 1997 1998 1999 2000 2001 
ROR Reported to the 
Commission 1  11.17 12.10 12.72 17.61 13.96 16.10 

ROR Impact of Resolved 
Audit Issues (Including 
I-factor) 1  

0.27 0.15 0.20 0.17 0.03 0.00 

ROR Impact of Directory 
Earnings 2 0.89 0.59 1.34 1.56 1.59 1.77 

Total:  12.33 12.84 14.26 19.34 15.58 17.87 
1 Source:  Revised Exhibit 212, W/P 5.  Years 2000 and 2001 include directory revenues 

pursuant to Resolution T-16656, issued on June 27, 2002.  
2 Source:  Appendix B of this decision.  
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Appendix D  

Summary of Improper Accounting for 
Directory Earnings and Affiliate Transactions   

 

 
1996 1997 1998 1999 2000 2001 Total

Improper Accounting ($000) ($000) ($000) ($000) ($000) ($000) ($000) 
Joint Exhibit Issue 13 ** $8,429 $0 $0 $0 $0 $0 $8,429
Joint Exhibit Issue 16 ** $0 -$1,014 -$47 $0 $0 $0 -$1,061
Joint Exhibit Issue 25 ** $0 $1,844 $0 $0 $0 $0 $1,844
Joint Exhibit Issue 33 ** $162 $85 $145 $0 $0 $0 $392
Joint Exhibit Issue 36 ** $263 $265 $801 $330 $468 $0 $2,127
Joint Exhibit Issue 44 ** -$50 $262 $38 -$6 $467 $134 $845
Joint Exhibit Issue 85 ** $11 $324 $195 $0 $0 $0 $530
Subtotal $8,815 $1,766 $1,132 $324 $935 $134 $13,106
Directory Earnings * $26,982 $19,007 $39,202 $42,686 $42,686 $42,686 $213,249
Total $35,797 $20,773 $40,334 $43,010 $43,621 $42,820 $226,355

** Source:  Revised Exhibt 212
                 * Source:  Appendix B of this decision.  

 
 

 

 


